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PREFACE 


When I set out to write this book and discussed my undertaking 
with several bankers and economists interested in its subject, most 
of them were frankly sceptical about the possibility of writing a 
volume exclusively on Forward Exchange. I myself did not expect 
the book to run to more than 150 to 200 pages. It was only after 
I had started the preparatory work that I realised how vast the 
subject was and what an immense amount of material it was pos- 
sible and necessary to collect. Indeed, the 500 odd pages of this 
book do not by any means exhaust the available material. Without 
much difficulty I could have written 1000 pages or more, and have 
abstained from doing so only for fear that a book of such formidable 
size, on a subject whose importance is far from being adequately 
realised, would not be read widely enough to justify the work 
involved. 

My main object in producing a book which deals extensively 
with the broader aspects of Forward Exchange is to bridge the gap 
between theory and practice. On the one hand, there are thousands 
of practical banl^ers engaged in Forward Exchange operations 
every day of their life, possessing an enviable knowledge of every- 
thing that is worth knowing about the technical aspects of the 
system, but most of them lacking the qualifications to appreciate! 
its broader implications. On the other hand, there are many theo-: 
retical economists who would be highly qualified to deal with the 
broader aspects of the subject but for their lack of knowledge of 
its technical details ; in any case, they fail to appreciate the extent 
of the broader theoretical implications of Forward Exchange. 
As I myself stand somewhere halfway between practical specialists 
and theoretical economists— each of those groups considers, un- 
flatteringly enough, that I belong to the other — I feel justified in 
attempting to construct a link between them. Accordingly, 
through my daily contact with bankers, I have collected mud 
material which would be inaccessible to the purely academic 
economist, while at the same time, through research in libraries 
conversation and correspondence with economists, and a little hare 
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thinking of my own, I have sought to provide material which is 
not as a rule within the reach of the practical specialist. 

In the course of my search for technical material I have been in 
the fortunate position of being able to pick the brains of half the 
City — the better half, needless to say. While the existing literature 
by practical experts provided a useful guide, I endeavoured to 
collect a great deal more than they have presented in their isolated 
chapters on Forward Exchange. This part of my work bore much 
resemblance to that of a psycho-analyst. I had to ascertain the 
rules upon which, in a largely subconscious way, dealers operate 
in the Foreign Exchange market. In that admirable organisation, 
specialists practise their art with extreme skiU as a matter of 
technical routine, for the most part without the guidance of any 
known set of theoretical rules. Day after day they come across 
interesting points which they take for granted, and consider them 
hardly worth mentioning to an outsider. It has taken me fourteen 
years of persistent questioning to elicit from them the details em- 
bodied in this book. Insignificant as many technical details may 
appear to academic economists viewing the subject from a theoretical 
standpoint, they have none the less a bearing on theory, and the 
knowledge of them is useful for any adequate appreciation of the 
broader aspects of Forward Exchange. 

The second part of my task was to unearth the treasures of 
existing literature on the subject. When I set out to search for 
material, I was told by practically every British economist who had 
studied the subject of Forward Exchange that hardly anything had 
ever been published on it. Prolonged research in the libraries of 
the British Museum, the London School of Economics, the Institute 
of Bankers, the Royal Institute of International Affairs and the 
Royal Statistical Society, and correspondence with bankers, 
economists and financial journalists abroad, led, however, to the 
discovery of quite a considerable number of valuable sources, 
especially upon the historical aspects of the subject. I was less 
fortunate regarding its theoretical aspects. The theory of 
Forward Exchange has made but little progress since the publica- 
tion of Mr. Keynes’s Tract on Monetary Reform in 1923 . While 
writings on the subject before and after that landmark may have 
thrown light on various points, they have all been confined to an 
examination of the factors that affect forward rates. I have so 
far failed to discover any writer, theoretical or practical, who has 
thrown any light on the broader effect of forward rates outside the 
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Eoreign Exchange market. , It is in this respect that I hope that I 
may have made some slight contribution towards the progress of 
the theory of the subject, by drawing attention to the effect of 
forward rates upon interest rates, price levels, trade balances, inter- 
national gold movements, etc. While I indicated briefly some of 
my conclusions on this subject in an article in the September 1936 
issue of the Economic Journal, I reserved my detailed discussion 
for this book. In particular, I believe that my conclusions on the 
effect of forward rates upon gold movements necessitate a revision 
of the whole theory of the normal working of the gold standard, 
especially as regards the immediate effect of Bank rate changes on 
gold movements. It is my contention that this effect depends, to 
a remarkable degree, upon the extent to which forward rates re- 
spond to the changes in their Interest Parities. The acceptance of 
my conclusions in this respect would materially strengthen the case 
for a revision of the attitude of Central Banks towards Forward 
Exchange, in the interests of the efficiency of their discount rate 
policy. 

I should like to reassure those who, having read my previous 
books, regard me as a controversialist with strong prejudices. In 
this book I have tried to be as non-controversial as possible. Thus, 
while I cannot help holding strong views on various questions con- 
nected with Forward Exchanges, the object of this book is not to 
propagate those views but to draw attention to the subject and 
provoke discussion upon it. While I may not have been able to 
avoid dogmatism on various points, I have presented, as far as 
possible, both sides of each problem, leaving it to the reader to judge 
for himself. 

The system of Forward Exchange is admittedly highly com- 
plicated, and I have not aimed at its over - simplification — 
another vice of which some of my previous books have been accused, 
doubtless rightly. Nevertheless, I maintain that there is nothing 
in Forward Exchange which cannot be grasped by an intelligent 
reader with a general knowledge of finance, provided that he has 
patience to concentrate upon it. Those who lack the patience had 
better skip the technical and theoretical chapters and concentrate 
on those dealing with the historical aspects of the subject. 

During the past three years or so I have advocated, in a number 
of books and articles, the adoption of international Exchange 
Clearing, which would, of course, mean the abolition of Forward 
Exchange in its present form. I am now more than ever con- 
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vinced that Exchange Clearing is the rational system, and that it 
will be adopted sooner or later. As, howwer, its defimte and com- 
plete adoption may take decades, in the meantime the system of 
Forward Exchange will remain in operation. Tims my plea for 
the adoption of Exchange Clearing is not incompatible with my 
desire that more should be known about the existing system and 
that, while it lasts, it should be improved as far as possible. 

The practical object of this book is to indicate the possibilities 
of making better use of the Forward Exchange system, not only for 
meeting the requirements of trade but also for the broader purposes 
of monetary policy. In this latter respect I am whole-heartedly 
in agreement with Mr. Keynes’s proposal in favour of systematic 
operations in Forw'ard Exchanges by Central Banks. Indeed, I 
hope that my theory that interest rates and gold movements are 
apt to be affected by forward rates will strengthen the case in 
favour of the adoption of Mr. Keynes’s proposal. And those 
bankers who are inclined to ignore or reject his proposal merely 
because it was put forward by a theoretical economist with no 
practical banking experience wdll find in Part V of my book his- 
torical evidence to prove that in some instances practical bankers 
did stumble upon the solution he advocates, although that same 
solution might appear strange to them if put forward in abstract 
terms. 

The list of those to whom I am indebted for assistance in writing 
this book is long. For obvious reasons it would be inexpedient for 
me to disclose the full list of my sources of information writhin and 
outside the City. I have to acknowledge, however, my particular 
debt to Mr. W. H. Taylor, of Lloyds Bank, for reading the manu- 
script, and to Mr, F. C. Ellerton, of Barclays Bank, for reading a 
substantial part of the manuscript and of the proofs. They have 
both made innumerable valuable suggestions at every stage of my 
work, and I really doubt if this book could have been wiitten at all 
without their assistance. But it is only fair to them to point out 
that, since I hold strong views of my own on many questions of 
fact and of interpretation, I have not always followed their advice, 
so that I bear the sole responsibility for the many errors that this 
book doubtless contains. Indeed, it is almost impossible to avoid 
errors when dealing with such, a highly complicated and elusive 
subject as Forward Exchange. Each banker has a different ex- 
perience in exchanges, and the material I gathered upon the facts 
of historical evolution, and even on the present organisation, was 
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therefore very often conflicting. Coming as it did from equally 
reliable sources, I was thrown upon my own judgment when decid- 
ing what to accept and what to reject. In such circumstances 
it would have been little short of a miracle if I had succeeded in 
avoiding mistakes. But, then, I do not mind being found guilty 
of errors. What matters is not that I should avoid mistakes, 
but that others, whether through my mistakes or in spite of 
them, should be able to discover the true facts and their correct 
interpretation.' 

I have mentioned only two names among the large number of 
bankers, British and foreign, who have helped me by providing 
material for this book. I owe a special debt of gratitude to members 
of the older generation who have supplied me with details on early 
forward dealing, which, owing to the inadequacy of early literature 
on Forward Exchange, would otherwise have been lost to the 
future student. It was indeed high time that someone undertook 
the task of collecting this historical material, for as time goes on it 
will become increasingly difficult to obtain first-hand information 
on early Forward Exchange developments. 

For information on the technical details of the present organisa- 
tion of the market I am largely indebted to a number of Foreign 
Exchange dealers of the younger generation, with whom my 
journalistic work has brought me in daily contact. Every one of 
them has forgotten more about the practical aspects of the subject 
than I shall ever know ; I can only hope that in return for their 
valuable assistance this book wiU stimulate their interest in its 
theoretical aspects. My acknowledgment is due also to a number 
of overseas bankers for valuable information on the development 
and present position of Forward Exchange in their respective 
countries. 

Among theoretical economists I owe, first and foremost, a great 
debt of gratitude to Mr. Keynes. I have dedicated this book to 
him partly because his name is outstanding among those who have 
ever written on Forward Exchange, and partly because it was 
following upon an inspiring conversation I had with him on 
the subject that I decided to undertake this work. Among the 
economists overseas who have assisted me with material I have 
to acknowledge my indebtedness especially to Professor H. Parker 
Willis, of Columbia University, New York ; to Professor Giovanni 
Demaria, of Milan ; and to Herr Walther Federn, founder-Editor 
of the Osterreichische Volkswirt 
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I should also like to thank the Editors of the Economic Journal 
and of The Banker for their permission to reprint some material 
from articles I have contributed to their publications. Finally, I 
owe acknowledgment to Mr. F. G. Woodhead, Manager of the Anglo- 
Portuguese Colonial and Overseas Bank, for having placed at my 
disposal the volumes of the weekly circular of his Bank— the only 
printed record of all the principal forward rates over a period of 
sixteen years ; to Mr. W. T. C. Eong for having revised the manu- 
script and the proofs, and for his constructive criticism upon both 
the form and the substance of the material ; and to Miss P. M. Rae 
for her assistance in the preparation of the charts and statistical 
tables. 

P. E. 

The White Cottage, 

South Bolton Gahdens, 

London, S.W.5, March 1937. 
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FORWARD EXCHANGE— TERRA INCOGNITA 

(1) experts’ reluctance to deal with the subject 

The nature of forward dealings in exchange is not generally 
understood. . . . There are few financial topics of equal importance 
which have received so little discussion or publicity.” These re- 
marks of Mr. Keynes ^ were made in 1922, but in substance they 
are still valid today. It is true that since the publication of A 
Tract on Monetary Reform, and largely in consequence of that 
publication, more attention has been paid to the subject than before. 
Forward Exchange rates are now quoted regularly in several news- 
papers ; the financial Press comments systematically upon their 
fluctuations ; and articles dealing with the broader aspects of the 
subject appear occasionally. But it is hardly less true today than 
it was fourteen years ago that the nature of Forward Exchange is 
not generally understood, either by the majority of theoretical 
economists or by bankers or writers on Foreign Exchange. 

The reluctance of experts to deal with problems of Forward 
Exchange cannot be better illustrated than by the fact that the 
Macmillan Committee disposed of the subject in a few lines. Re- 
ferring to the proposals made by Mr. Keynes for Forward Exchange 
operations by Central Banks, the report of the Committee^ merely 
remarked that the matter was one of detailed technique which lay 
beyond its competence, and that the Committee preferred to make 
no recommendations on the subject. Although the Macmillan 
Committee included some of the leading experts on Foreign Ex- 
change, the majority of its members knew far too little of the 
subject to commit themselves. 

The same non-committal attitude towards Forward Exchange 
is adopted by the Bank for International Settlements, an institu- 
tion which should be particularly qualified to study the subject. 

^ A Tract on Monetary Beform (London, 1923), p. 121. 

^ Repoi’t of the Committee on Finance and Industry (London, 1931), p. 154. 
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According to Miss Eleanor Lansing Dulles, who studied the working 
of the Bank on the spot and gathered a large volume of inside 
information on its policy, one of the reasons the Board of the 
Bank decided by majority vote to avoid Forward Exchange dealings 
was that ‘h , . Forward Exchange business is comparatively little 
understood, and no comprehensive theoretical analysis of its signi- 
ficance has been made 

(2) EXISTING LITERATURE INADEQUATE 

The practical need for following the Forward Exchanges has 
increased considerably since 1931, and this accounts for the larger 
volume of publicity the subject has received during the last few 
years. For the most part, however, the comments on current 
movements of Forward Exchange rates are still essentially super- 
ficial and the occasional articles that deal with the more funda- 
mental aspects of the subject do not cover a nearly wide enough 
ground. No book has so far been pubhshed in English on Forward 
Exchange. Though most books on Foreign Exchange devote a 
chapter or two to Forward Exchange, the space allotted is quite 
insufficient to do justice to what is indeed a vast subject. The 
same may be said of the small number of foreign books wLich have 
been devoted entirely to problems of Forward Exchange. As far 
as I have been able to ascertain, there are only four such books.^ 
While they contain much highly valuable material, and have, within 
their limited scope, contributed much towards a better under- 
standing of the problem, they are largely based on the one-sided 
experience of the countries of their authors ; they confine them- 
selves to certain aspects of the problem, and can hardly claim to 
have provided a comprehensive theoretical analysis of Forward 
Exchange. 

Indeed, the material available for a thorough-going discussion 
of Forward Exchange is far from adequate. Statistical and his- 
torical material in an easily accessible form is practically non- 
existent, while the amount of technical and theoretical material is 
also very deficient. 

^ Eleanor Lansing Dalles, The Bank for International Settlements at Work (New 
York, 1932), p. 148. 

2 J. Vogel, Das DevisentermingescMft (Berlin, 1924) ; C. A. Fischer, Das Devi- 
sentermingeschdft (Berlin, 1928) ; J, Casamajor, Le Marche d terme des changes de 
Paris (Paris, 1925) ; Giovanni Demaria, J Saggi di Biporto e di Deporto della Lira 
Italiana a Londra dal 1921 al 1928 (MiiaxLO, 1928). 
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(3) NO STATISTICAL MATEEIAL AVAILABLE 

It is characteristic of the unsatisfactory state of international 
financial statistics that, while there appear dozens of overlapping 
tables giving monthly or annual figures of spot exchanges, not one 
has so far been published giving figures of Forward Exchanges. 
Anyone wishing to investigate Forward Exchanges over a past 
period has to compile the figures for himself from the files of news- 
papers. Should he want to obtain figures prior to 1931 the task 
would be still more difficult, for it is only since the crisis that most 
newspapers have quoted Forward Exchanges systematically in a 
tabular form. Even at present, the published quotations of For- 
ward Exchanges are far from complete. Only about half a dozen 
leading Forward Exchanges are quoted. Admittedly the volume 
of dealings in the rest of them may be relatively small and the 
rates are often a matter of negotiation ; but that is also true of the 
majority of minor spot exchanges which are, nevertheless, quoted 
regularly. 

Thanks to Mr. Keynes, there are monthly figures available for 
the forward rates during the early post-war years.^ Rates quoted 
before 1920 are, however, most difficult to trace. Before the war 
some German and Austrian newspapers published daily quota- 
tions of a few forward rates for the end of the current month, but 
these figures are not easily accessible to the student. 

Statistical departments have certainly not exerted themselves 
to render accessible the '‘raw material ’’ required for a study of 
Forward Exchange. It is hardly surprising, therefore, that they 
have failed to produce any of the " semi-products ” of the 
subject, such as calculation of Interest Rarities, ie. the ratios be- 
tween interest rates prevailing in any two financial centres. 
Although the importance of these Interest Parities in connection 
with Forward Exchanges had been vaguely realised several decades 
before the war, and although the significance of interest rates was 
made plain by Mr. Keynes in his Tract on such 

desultory discussion of Forward Exchange problems as occurs from 
time to time is conducted without the support of any statistical 
material to indicate the relations between Interest Parities and 
forward rates.® 

^ A Tract on Monetary Re/orm, pp. 118-119. Th© tables contain rates for one 
month only. 

^ P. 124 et seq. 

^ An attempt to provide such material was made by Mr. Lyman C. Duncan in 
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(4) HISTORICAL ASPECTS NEGLECTED ■ 

If we turn to the historical aspect of the study of Forward 
Exchange, we encounter a similar lack of material, especially where 
English financial literature is concerned. To begin with, there is 
not a single historical study even of Foreign Exchange, let alone a 
special history of Forward Exchange. Financial and other subjects 
of much less importance have received adec|uate histoiical treatment, 
but the student of the evolution of Foreign Exchange must piece 
the material together out of dozens of books dealing with particular 
currencies or particular periods. The task of following the historical 
evolution of Forward Exchange is even more difficult. In order to 
compile even a sketchy account of the historical evolution of 
Forward Exchange, of the movement of forward rates after the 
war, of the evolution of a theoxy of Forward Exchange, and of the 
attitude of the Central Banlis towards the Forward Exchange 
market, I have had to go through some 1200 volumes written in the 
four principal European languages. Only about one out of ten of 
them contained any interesting material about Forward Exchange. 

As far as early history is concerned, English literature is inade- 
quate, which is only natural, for the development of the Forward 
Exchange market was rather belated in London. Ameiican litera- 
ture is, however, hardly better, even though there were active 
dealings in Forward Exchanges in the United States long before 
London became acquainted with them. 

French literature on the early history of Forward Exchange 
also leaves much to be desired, while even Italian authors, who have 
made some valuable contributions to the subject, have neglected 
its historical aspects. It is only natural that German and Austrian 
sources should be the most valuable. After all, both Berlin and 
Vienna had a highly developed Forward Exchange market for many 
decades before the war, and at the same time both Germany and 
Austria — especially the latter— could boast of a highly developed 
economic literature. In the circumstances, it is remarkable that 
even in these countries the descriptions of pre-war developments 
in Forward Exchange are, for the most part, rather hazy ; never- 
theless, I owe the bulk of my information on pre-war history, and a 

an unpublished thesis entitled “ A Study of the Course of Forward Exchange Rates 
during the last few Years ”, submitted to the London School of Economics in 1934. 
Its method of calculating Interest Parities is not, however, well chosen. Signor 
Giovanni Bemaria also published in his hook some figures and charts concerning 
the Interest Parities of the forward lira-sterling rate. 
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large proportion of my information on post-war history, to German 
and Austrian sources. 

The available historical material is particularly inadequate as 
far as the war period is concerned. And yet, considering that there 
were wide exchange fluctuations in neutral centres, there must have 
been fairly active dealings in Forward Exchanges. The history of 
the early post-war period was described briefly by Mr. Keynes^ and 
several German authors gave detailed accounts of the forward 
mark during the inflation. Generally speaking, even the his- 
torical description of the post-war period is, however, patchy? 
except for the more recent years, which are covered by the running 
commentary of the contemporary financial Press. 

( 5 ) GAPS IN INFORMATION ON THE TECHNICAL ASPECTS 
OF FORWARD EXCHANGE 

There is, unquestionably, a large volume of technical information 
available upon the working of the Forward Exchange market. 
Even in this respect, however, the material is far from adequate. 
There is, it is true, a large volume of useful material dealing with the 
arithmetic of Forward Exchanges, and with the details of the working 
of the market. The technique of the various types of operation is 
discussed in detail by general text-books on Foreign Exchange, but, 
while some points are repeated to boredom, others — such as opera- 
tions in short against long forward, or the working on the cross 
forward rate, for instance — are neglected. As for the various hand- 
books for Cambists, whose task is supposed to be to provide practical 
details of Foreign Exchange markets all over the world, they seem 
to have forgotten Forward Exchange completely. Such handbooks 
may be invaluable to those who seek to convert Siamese ticals into 
Abyssinian talari through, let us say, the intermediary of Venezuelan 
bolivianos, but they provide no information upon the organisation 
and usage of the various Forward Exchange markets. Even the 
practical text-books which devote a chapter or two to Forward 
Exchange do not go sufficiently into technical details. As a rule, 
they fail to analyse many fine technical points, such as the multi- 
plicity of Interest Parities, the reciprocal effects of acceptance 
credits and forward rates, and many other points on the borderline 
between theory and technique which could and should be dealt with 
by practical specialists. Thus, although literature on the technical 
1 A Tract on Monetary Beform, p. 117 et seq. 
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aspects of Forward Exchange is well developed, many blank snappy 
remain. ^ 

(6) STAGNATION OF THE THBORA' OF FORWARD EXCHANGE 

Upon the theoretical aspects of Forward Exchange, everybody 
who ever wTites on the subject or reads about it -will owe a" great 
debt to Mr. Keynes. He has played the same part in the literature 
on the theory of Forward Exchange as Goschen played in the 
hterature on the theory of Foreign Exchange in general. His 
article m the Manchester Guardian Reconstruction Supplement 
and his classical Part IV of Chapter III in his Tract on Monetary 
Reform constitute a landmark both in the hterature on Forward 
Exchange and in the evolution of the theory of the subject. Even 
though he was working at a disadvantage compared vdth the 
Central European economists, who had the experience of many 
decades at them disposal, he easily echpsed all other wHters on the 
^bject. Since 1923, Enghsh and Continental literature on Forward 
Exc^nge has vmtually subsisted upon the material provided by 
Mr. Keynes.^ A few exceptions apart— Mr. R. G. Hawdrey is one of 
em nobody has sought to develop the theory of Forward 
Exchange any fcther. _ And yet, Mr. Keynes did not say the last 
^ ord^ on the subject ; indeed, with his main interest focussed on 
broader economic problems, he could hardly be expected to explore 

opreTup 

luctanrS' remarkably re- 
uctant to foUow Mr. Keynes’s lead in investigating Forward 

^ tbeir reluctance has been largely due to 

those who have not a thorough 
knowledge of a vast amount of practical detail. It is probable that 

J “>« '■““'i® topUoationa of the subject. 

Rut most of them have apparently considered Forward Exchange 

tL'Tpherf - ~£ 

W 1 e It has become a commonplace for books and articles on 
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Foreign Exchange to emphasise the dependence of forward rates 
upon their Interest Parities, very little has been said about the 
reciprocal nature of the relations between Interest Parities and 
Forward Exchanges, or about the reciprocal relations between com- 
modity prices and forward rates, to mention only two of the in- 
numerable points. The place Forward Exchange occupies in the 
general economic system has not been ascertained. Indeed, the 
study of the subject has been left largely to the practical specialist, 
who has no adequate academic background to enable him to tackle 
its broad aspects. Theoretical economists, even if they specialise 
in monetary questions, have usually been content to dismiss For- 
ward Exchange in a few perfunctory paragraphs. They seeni to 
be entirely unaware that forward rates, through their effect 
upon interest rates, international transfers of funds, gold move- 
ments, trade balances, price levels, etc., constitute an economic 
factor of first-rate importance which they can ill afford to ignore. 
Future generations of students, better equipped than our con- 
temporary generation with a knowledge of Forward Exchange, will 
find it difficult to understand that during the post-war decades 
books were written by economists who were anything but super- 
ficial, on subjects such as international movements of funds or 
international aspects of interest rates or price levels, without so 
much as mentioning Forward Exchange.^ 

(7) BESULT OF INADEQUATE INTEEEST IN FORWARD EXCHANGE 

Whatever may be the reason, Forward Exchange is one of the 
neglected branches of financial literature. The majority of econo- 
mists avoid the subject if they can ; the majority of bankers leave 
it to their Foreign Exchange dealers ; as for the general public, they 
regard Forward Exchange as something deeply mysterious and 
infinitely complicated, l&e Relativity, and consider it futile even 
to try to understand the working of the system. 

The practical results of this lack of interest in Forward Exchange 
are that proposals such as that of Mr. Keynes for the operation of 
Central Banks in the Forward Exchange market are ignored or 

^ In this respect the omission in the case of standard works such as Karin 
Kock’s Study of Interest Rates ^ Iversen’s International Capital Movements, Prof. 
James Angell’s Theory of International Prices, is particularly glaring, for in other 
respects they cover their subjects with painstaking thoroughness. The first- 
mentioned book makes, at any rate, some casual references to Forward Exchange, 
but the author is evidently imaware of its influence on interest rates. 
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side-tracked without even being adequately discussed ; that the 
Bank for International Settlements and many Central Banlcs abstain 
altogether from operating ui Forward Exchanges ; that the few 
Central Banks which are not afraid to deal in Forward Exchanges 
either make serious blunders, or — at best — they do the right thing 
by mere accident and for the wong reason ; and that such dis- 
cussion as takes place upon the role of the authorities m relation to 
Forward Exchange is largely futile. The arguments usually run 
at cross-purposes, without due discrimination between intervention 
as a matter of commercial policy or monetary policy, between 
intervention in normal or abnormal times, as a matter of routine 
or as an exceptional measure. 


(8) WHY FORW''ABD EXCHANGE SHOULD BE STUDIED 

The object of this book is to fill at least some of the gaps in 
the material available for the study of the Forward Exchange, 
and to indicate the directions in which further exploration might 
fruitfully be pursued. There is indeed ample scope for original 
research for the student of statistics, for the economic historian, 
for the practical specialist conversant with technical details, and, 
last but not least, for the theoretical economist. They should not 
be deterred by the apparent narrowiress of the field which the 
subject covers. The more thoroughly one inquires into it, the 
more its various aspects broaden. Nor is the subject beyond 
the reach of the general reader interested in financial problems. 
Unquestionably it is a compHeated subject, but there is nothing in 
it that could not be grasped with a little concentration by anyone 
of an average knowledge of finance and of average intelligence. 
Nor is the subject nearly as dull as it is generally supposed to be. 
With a little imagination it is possible to discover even material 
for human interest in it. The epic of the fight for the franc in 
1924^26 ; the tragedy of the mark in 1923 ; the comedy of the 
bear squeeze in Berlin in 1894 ; the “gold mystery” of 1891; 
and many other episodes in the history of Forward Exchange are 
likely to appeal to the dramatic sense of some readers. Others may 
derive intellectual pleasure fifom the innumerable fine technical 
points and the almost infinite variety of situations discovered 
through the investigation of the technico-theoretical aspects of 
Forward Exchange. Others, again, may find satisfaction in the 
exploration of the fundamental implications of Forward Exchange. 
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Although economists and Foreign Exchange dealers alike may find 
it difficult to believe this, there is such a thing as a Philosophy of 
Forward Exchange, capable of providing ample food for profound 
thinking. And there is also such a thing as a Metaphysics of For- 
ward Exchange, providing ample material for the over-sophisti- 
cated. Indeed, few other subjects offer so much opportunity for 
indulging in futile discussion as to whether the first hen preceded 
the first egg. 

The apparently narrow subject of Forward Exchange is in 
reality so vast that no single individual can possibly cover more 
than a small part of it, even if he were to devote his whole life to it. 
I am rather afraid, therefore, that much of the Term Incognita 
will be left unexplored by this volume. Enterprising explorers will 
find ample opportunity to break new ground. 
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although far from complete, is sufficient to indicate the high, degree 
of developiiieiit attained by the system of 1 orwarcl Excliaiige long 
before, the war. ■ 

Material concerning the post-war developments of the Forward 
Exchange market is, of course, .more easily aceessil>le than pre-war 
material. Nevertheless there are a number of gaps in the scattered 
literature on the subject which I have liad to till by collecting 
material from bankers and Foreign Exchange deale,rs who were 
closely connected .with the market during the period of post-war 
currency chaos.. It was necessary - to provide a l^irdY-eye view^ of 
post-war history of .the Forward Exchange market. This is one of 
the innumerable subjects which those connected with it imagine 
they know thoroughly, and yet when it conies to going into its 
details the shortcomings of human memory soon become evident. 
This is true even of developments in recent years, so that no apology 
is needed for a chronicle of recent events, even though the contents 
of the last chapter in Part II may be familiar to those who have 
followed the Foreign Exchange market closely since 1931. 

. (4.) .PRESENT OROAKISATION. OF THE .MARKET 

The historical account of the evolution of the Forward Exchange 
market in Part II is followed in Part III by a description of its 
present position and organisation. In this respect my main task 
was to co-ordinate into a comprehensive system the material pro- 
vided by practical experts on the subject, and to fill the numerous 
gaps which, for considerations of space, their writings had to leave. 
The nature of the various causes that give rise to Forw^ard Exchange 
operations has been examined closely. This involved the discussion 
of a large volume of details on the role of trade, foreign investment, 
foreign short-term funds, and of every kind of arbitrage and specula- 
tion, in the Forward Exchange market — details which do not, 
strictly speaking, belong to the sphere of theory. It would be 
impossible, however, for anyone to embark upon the examination 
of the theoretical aspects of Forward Exchange without having 
first an adequate knowledge of its practical aspects. It was, more- 
over, advisable to begin with the comparatively simple historical 
and practical material before proceeding to the highly complicated 
theoretical material. 

Even though this part of the book deals with material already 
covered in part by practical writers on the subject, there still re- 
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mained a good deal to be said, for many points of importance have 
so far been discussed only cursorily. In dealing with various types 
of arbitrage operations, or with the relations between covered and 
uncovered balances, for instance, I had to break much unexplored 
ground, even though these subjects have been of great practical 
interest ever since Forward Exchange facilities developed. The 
role of foreign investments in the Forward Exchange market also 
required more attention than it had hitherto received. On the 
other hand, there was relatively little scope for providing original 
material upon commercial and speculative Forward Exchange 
operations without going into minute details unwarranted by the 
theoretical character of the book. Apart from co-ordinating the 
existing material on these subjects, I have confined myself to giving 
various points a new interpretation. There was no need for me 
to touch the arithmetic of Forward Exchange, for it is amply dealt 
with by existing text-books on Foreign Exchange. 


(5) THE INTEREST PARITY THEORY 

Strictly speaking, the next task should have been to give a 
historical account of important or characteristic Forward Exchange 
movements. After some hesitation, however, I decided to proceed 
at once from a history of the Forward Exchange market, and a 
description of its present organisation, to a discussion of the theory 
of Forward Exchange, thereby deferring the historical account of 
Forward Exchange movements. My object in choosing this method 
was to enable me to explain the Forward Exchange movements in 
the light of my conclusions on the theory of Forward Exchange. 
Possibly my choice of this method in preference to the inductive 
method may lead some to suggest that I have fitted my facts to 
my theories. In reality, the difference from this point of view 
between inductive and deductive methods is grossly exaggerated. 
It is equally possible to work on preconceived conclusions by both 
methods. It is not the method but the impartiality and intellectual 
integrity of the authors that counts. 

The theoretical section proper is introduced by an account of 
the evolution of the theory of Forward Exchange from the ’eighties 
to the present day. This is followed by a detailed examination 
of the classical Interest Parity theory which up to the present has 
been practically the only theoretical explanation of the movements 
of forward rates. Although it has existed in a primitive form ever 
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since the early days of dealing in Forward Exchanges, nothing has 
so far been published about the method of ascertaining what 
Interest Parities really are. I have attempted to make good this 
important omission, with the aid of the statistical material pub- 
lished in the Appendices. Other important questions — ^siich as the 
exact way in which Interest Parities affect forward rates, for 
instance — also required a close re-examination. 


(6) XEW THEORETICAL MATERIAL 

Above all, I have endeavoured to draw attention to the one- 
sided interpretation which has hitherto been generally given to the 
Interest Parity theory — an interpretation which has given rise to 
a popular misconception that has had far-reaching practical conse- 
quences. 

One of the main aims of the book is to stress the reciprocal 
character of relations between Interest Parities and forward rates. 
The fact that not only are forward rates influenced by Interest 
Parities but that Interest Parities are also apt to be considerably 
influenced by forward rates has in the past been almost entnely 
overlooked. The effect of forward rates upon interest rates is by 
no means negligible even in relatively normal conditions, but the 
effect becomes all-important in abnormal conditions such as pre- 
vailed in France, for instance, during 1935-36. The realisation of 
the reciprocal character of relations between Interest Parities and 
forward rates is fundamental to an understanding of the broader 
implications of Forward Exchange, and to the formulation of a 
correct Forward Exchange policy by the authorities. 

This principle of reciprocity is stressed also in other contexts. 
In particular, stress is laid upon the reciprocal relationship between 
price levels and forward rates. To a very considerable extent 
both the Forward Exchanges themselves and their Interest Parities 
are determined by the Purchasing Power Parities of Exchanges. 
This aspect of the theory of Forward Exchange has been com- 
pletely ignored until quite recently, and such rudimentary attempts 
as have been made to draw attention to it required a thorough 
revision to make them acceptable as a useful contribution to the 
Theory of Forward Exchange. I have endeavoured to indicate 
the circumstances in which the Purchasing Power Parities affect 
the Interest Parities and forward rates, pointmg out at the same 
time the numerous limitations of this theory. The theory of 
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reciprocity is applied also to the relations between trade balances 
and forward rates, and between international lending and forward 
rates. I have endeavoured, throughout the chapters dealing with 
these aspects of the subject, to make it plain that forward rates 
do not constitute a mere passive factor but are themselves capable 
of influencing various important factors of the economic system. 

. In the light of a close examination of the working of the 
Interest Parity theory, it has become necessary to revise the whole 
theory of international gold movements. To a hitherto unsuspected 
extent, the effect of Bank rate changes on gold movements depends 
upon the rapidity with which forward rates adjust themselves to 
their changed Interest Parities. 

Although the main purpose of the theory of Forward Exchange 
is to explain the movements of forward rates, an adequate theo- 
retical investigation must cover questions which, have hitherto been 
considered to be mere matters of technical detail, such as the 
relation between gold points and forward rates, betw^een spot and 
forward rates, and the relation between long and short forward 
rates. 


(7) HISTORY OF FORWARD EXCHANGE MOVEMENTS 

The history of the principal Forward Exchanges since the war 
is covered in Part V. My interpretation of the various character- 
istic movements of the rates is supported by statistical material 
the absence of which in the past must have made the rational dis- 
cussion of Forward Exchange movements difficult if not impossible. 
The extent to which there have been parallel movements of forward 
rates and their various Interest Parities has been illustrated by 
three charts, and the frequent divergencies from parallel are 
interpreted in the light of the conclusions reached in the previous 
(theoretical) section of the book. 

I am particularly anxious that this book should encourage 
further research into the nature of Forward Exchange. To that 
end, I have endeavoured to provide relevant statistical material 
in an easily accessible form. In the appendices the reader will 
find tables showing weekly quotations of the principal Forward 
Exchanges since 1921, and also their monthly Bank Rate Parities, 
Discount Rate Parities, and Call Money Rate Parities. In the case 
of the forward dollar I have worked out also an experimental 
parity between the London discount rate and the New York time 

c 
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money rate. Even though this material is far from being sufficient 
to enable the future research worker to raise the stud}^ of Forward 
Exchange to the level of an exact science, its publication will, I 
hope, encourage the various statistical departments to establish 
more detailed records. 


(8) CENTRAL banks’ ATTITUDE 

In the next section of the book detailed material is provided 
concerning the Forward Exchange operations undertaken by 
the various Central Banks. In this respect, too, a great deal of 
the material is entirely new, at least so far as the English economic 
literature is concerned. It will come as a surprise to most people 
to learn that many years before the war the Austro-Hungarian 
Bank pursued a Forward Exchange policy which bore a close re- 
semblance to the proposals made by Mr. Keynes. Nor is it generally 
realised, even by those who knew the facts of recent French mone- 
tary history, that the Bank of France, of all Central Banins, put 
Mr. Keynes’s proposals into operation in 1927-28. These and other 
instances in which Central Banks operated in Forward Exchanges 
should be studied by those who want to form an opinion upon 
whether Central Banks could or should operate in Forward 
Exchanges. 

On the basis of the historical material about the various types 
of Forward Exchange operations undertaken in the past by Central 
Banks, I have proceeded to examine the arguments for and against 
undertaking those various types of operations. In particular the 
question whether Bank rate policy should be supplemented by 
forward rate policy is examined in detail. My conclusion is that, 
since the role of the BanJc rate policy to regulate the inter- 
national movements of funds frequently conflicts wdth its role of 
regulating internal trade, its application should be confined to 
internal purposes. International transfers could be regulated 
by a forward rate policy of the pattern advocated by Mr. Keynes 
and applied by the x4ustro-Hungarian Bank and the Bank of France. 
A case is made out also in favour of a forward rate policy to be 
pursued solely for increasing the efficiency of the orthodox Bank 
rate policy. Under the existing system, it is left entirety to chance 
to what extent the behaviour of forward rates neutralises or 
reinforces the effect of Bank rate changes upon arbitrage transfers 
and upon the amount of foreign credit availments. 
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(9) CONCLUSIONS 

In the concluding section, the broader aspects of Forward Ex- 
changes are once more examined, with the object of ascertaining 
the part they play in the general economic system. In particular, 
an attempt is made to reconcile the isolationist and internationalist 
conceptions of Forward Exchange, and to prove that intervention 
can serve the object of either an isolationist or an internationalist 
monetary policy. Finally, the future prospects of the Forward 
Exchange system are examined. 

It is to be hoped that the material thus provided will prove 
useful to students engaged in research ; to the practical banker 
well acquainted with technical detail but without an adequate 
realisation of the broader implications of Forward Exchange ; to 
the academic economist interested in its fundamental aspects but 
afraid of technical details ; and above all to those with whom the 
management of monetary policy rests. It is to be hoped that the 
material provided by this book, and to be provided by those who 
follow up the avenues of research indicated by it, will deprive 
the monetary authorities of any excuse for ignoring Forward 
Exchange. 



CHAPTER III 


DEFINITIONS 


(1) PRELIMINABY REMARKS 

Ik any discussion of a difficult and complicated subject it is essential 
that the possibility of misunderstanding should be reduced to a 
minimum. To that end it is very desirable that all books of this 
kind should devote a chapter to definitions giving the precise 
meaning of the terms employed. This is an advantage from the 
point of view of authors and readers alike. It makes an author 
stick to his definition throughout the book and saves him from 
many an ambiguity. From the reader’s point of view the provision 
of a kind of vocabulary of the terms the author uses is naturalty 
welcome ; for even though the author may give precise definitions 
as and when each term arises, it is not always easy or convenient 
to find these definitions when they are needed. The inclusion of a 
separate chapter makes this task much easier. From the point of 
view of critics, the advantage of such a chapter of definitions is 
that it minimises the possibility of arguing at cross purposes. 

As a rule I have endeavoured to use the various terms in their 
generally accepted sense. In some instances, however, I considered 
it advisable, mostly for practical considerations, to depart from 
this rule. In other instances, where no adequate terms existed, I 
have had to coin them, but I have done so only where it was 
inevitable. I did not wish to add a formidable terminology to the 
existing difficulties of the subject, having no desire to emulate 
Professor Knapp, who has made life difficult for generations of 
German students. 

But let us now proceed with the definitions. 

(2) FOREIGN EXCHANGE 

Foreign Exchanges, in the concrete sense of the term, are 
means of payment and instruments of short-term credit expressed 
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in terms of the currency of another country. They include actual 
notes, cheques, bills of exchange and balances in foreign currencies. 
In many foreign languages there is discrimination between Devisen 
and Valuta (the former includes foreign drafts and transfers while 
the latter refers to foreign notes) but in English they are all included 
under the heading of Foreign Exchanges. During the nineteenth 
century, foreign notes and bills were the principal kinds of Foreign 
Exchanges, but in more recent times they have been displaced 
almost completely by transfers of bank credit. Thus, except in the 
chapters dealing with the early history of Forward Exchange, the 
term Foreign Exchanges will refer to telegraphic or telephonic 
transfers. 

In the abstract sense of the term. Foreign Exchange means 
the process or system of conversion of one national currency into 
another. 

Exchange Rates, unless otherwise indicated, are the middle 
figures between buying and selling rates quoted at a given moment 
for transfers. 


(3) EORWABD AND SPOT EXCHANGES 

Forward Exchanges are Foreign Exchanges bought or sold 
for future delivery (hence the American name futures ”) against 
payment on delivery. The actual means of payment which are 
the subject of forward transactions are nowadays confined almost 
exclusively to transfers (not necessarily to telegraphic or telephonic 
transfers, for except in forward deals for very short periods there is 
always ample time to make the actual transfer by mail, even if the 
deal was concluded by trunk call or the exchange of cables), though 
there is still a certain amount of business transacted in bills for 
forward delivery, and occasionally even in notes for forward de- 
livery. Although these latter transactions are at present quite 
unimportant both from a theoretical and from a practical point 
of view, they should nevertheless be included in the definition of 
Forward Exchanges, for during the earlier phase of the evolution 
of the Forward Exchange market dealing was confined at first to 
notes and subsequently to notes and bills. In the abstract sense 
of the term, Forward Exchange means the process or system of 
buying or selling Foreign Exchange for future delivery. 

Spot Exchanges are Foreign Exchanges bought and sold for 
immediate delivery and paid for on delivery. ''Immediate de- 
livery ’’ means delivery two days after the conclusion of the deal. 
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It is now a general rule that spot exchanges have to he delivered 
on the morning of the second day following the conchision of the 
deal. Thus, strictly speaking, a spot deal is really a forward deal 
for two days. 

FoewaK'B' Rates are the difference between the prices of 
Foreign Exchanges for vspot and for forward delivery at a given 
moment. In this respect niy definition differs from the general use 
of the term. Several authors call this rate the '' forward margin 
swap margin’’ or ''swap rate”, while their definition of forward 
rates is the figure representing spot rates plus or minus the " forward 
margin In reality, since Forward Exchanges are usuaUjr quoted 
not in terms of their actual price but in terms of their premium or 
•discount on the spot rates, it is admissible to consider the figures 
of this premium or discount to be the forward rate. Thus if the 
spot franc is quoted at 106 and forward francs are at a discount of 
2 francs for three months, then the "discount of 2 francs” is, 
according to my definition, the forward rate, and 107 (105 + 2) may 
be called, to avoid misunderstanding, the forward price. This last 
term may be inadequate, but it serves its purpose, 

(4) PREMIUM AND DISCOUNT 

Premium and Discount. If a Forward Exchange is wmrtli 
more than the corresponding spot exchange it is at a premium * if 
it is worth less than the spot exchange it is at a discount. In 
English the term " premium ” is used in the Exchange Market in 
two different senses. It may indicate either the premium upon 
Forward Exchange against the spot exchange or the premium of 
spot exchanges compared with their Mint parities ; " discount ” 
may mean either the discount on the Forward Exchange against 
spot exchange or the discount of spot exchange against its Mint 
parity. In continental languages there is a discrimination between 
agio Qjindi report on the one hand and disagio dbndL deport on the other. 
Agio and disagio mean the discrepancy between Mint parities and 
spot exchanges ; report and mean the discrepancy bet'ween 

spot and forward exchanges. In English, "premium” may be either 
agio or report, and " discount ” may be either disagio ot deport. 

As in this book we are concerned with the relation between spot 
and Forward Exchanges, we shall use the terms Premium and 
Discount solely in that context. On the few occasions when the 
relation between spot exchanges and their gold parity is referred 
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to, it will be made plain that Premium and Discount are used in 
that sense. 

( 5 ) ESTTEREST PARITIES 

Interest Parity is the difference between short-term interest 
rates prevailing in two centres. It is essential that this term, which 
at present is not in common use, should become part of the everyday 
vocabulary of those discussing exchanges. In the absence of such 
a generally accepted term, the annual report of the Bank for 
International Settlements had to refer to '' the normal spread 
corresponding to the difference in short-term interest rates between 
the markets concerned Sixteen words are used where two would 
be ample. Since the difference between Interest Kates consti- 
tutes the equilibrium rate of a Forward Exchange, there is every 
justification for calling it its Parity, even though it has no concrete 
existence similar to that of the Mint Parity. 

Bank Rate Parity is the most primitive form of Interest 
Parity, representing the difference between the official rediscount 
rates in the centres concerned. 

Deposit Rate Parity is the difference between the rates allowed 
on time deposits in two centres. The rates taken are those allowed 
by bankers to bankers. Its exact definition is again highly com- 
plicated, and in practice it is most difficult to ascertain its figure. 

Discount Rate Parity is the difference between the market 
rates of discount for bank bills or Treasury bills in two centres. 
Since short-term funds can be invested also in other types of bills, the 
difference between other bill rates may at times be also of importance 
from the point of view of forward rates, but, unless otherwise 
indicated. Discount Rate Parity means the difference between rates 
for fine bank bills. 

Call Money Parity is the difference between short-loan rates 
in two centres. There are various types of short loans in the 
market and it is often difficult to find the exact equivalent of a 
certain type in another market. It is possible to distinguish between 
call money parity. Stock Exchange loans parity, etc. 

Theoretical Interest Parity is the difference between the 
average short-term interest rates in two centres. This average 
should be calculated largely on the basis of interest rates which are 
apt to attract foreign funds, but purely domestic interest rates 
should not be left altogether out of this calculation. 

^ Report of the Bank for International Settlements, 1935-36, p. 17. 
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(6) DISCEEPANCIES 

Overvaluation and Undervaluation of Forward Exchanges 
mean the existence of a discrepancy between Interest Parities and 
forward rates. At present the terms Overvaluation and Under- 
valuation are employed only in connection with the discrepancy 
between spot rates and their Purchasing Power Parities. Since 
this subject will also be dealt with in this book, to avoid misunder- 
standing it will be made plain on every occasion wdien the terms 
are used whether overvaluation or undervaluation is in relation to 
Purchasing Power Parities or Interest Parities. 

Forward Exchanges are undervalued against their Interest 
Parities when (1) the discount is widev than would be justified on 
an interest basis ; (2) the premium is narrower than would be justi- 
fied on an interest basis ; (3) there is a discount when on an interest 
basis there should be a premium ; and (4) there is a discount when 
there should be no disparity at all. 

Forward Exchanges are overvalued against their Interest 
Parities when (1) the premium is wider than would be justified on 
an interest basis ; (2) the discount is narrower than would be 
justified on an interest basis ; (3) there is a premium when there 
should be a discount ; and (4) there is a premium when there should 
be no disparity at all. 

(7) INTEREST arbitrage 

Interest Arbitrage consists of the transfer of balances from 
one centre to another for the purpose of profiting by the difference 
in the yield on short-term investment. It combines a Foreign 
Exchange transaction with short-term investment. If Interest 
Arbitrage is effected between the centre of the arbitrageurs and a 
foreign centre, it is bilateral arbitrage ; if it is effected between two 
foreign centres — for instance, if French holders of sterling trans- 
ferred their funds from London to New York for the sake of the 
higher ^deld — then the operation is triangular arbitrage. A much 
more important distinction is between covered and uncovered 
Interest Arbitrage. In the former, the exchange risk attached to 
the investing of funds in the foreign centre is covered, while in 
the latter it is left uncovered. In covered Interest Arbitrage, the 
cost of or profit on the swap (i.c. the loss or gain on a combined 
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purchase of spot exchange and sale of forward) is deducted from 
or added to the yield of the funds in the foreign centre. Another 
important distinction is between Active and Passive Interest 
Arbitrage. If arbitrageurs take deliberate action to transfer funds 
from one centre to another for the sake of the difference in the 
yield, the transaction is Active Interest Arbitrage. If they merely 
allow funds to accumulate in some centre as a result of their trans- 
actions with their clients, then it is Passive Interest Arbitrage. 

(8) TBANSFEE AND LOAN POINTS 

Transfee Points are the rates at which it becomes profitable 
to take action in order to transfer funds from one centre to another 
for the sake of higher yield with the exchange risk covered. It is 
hardly worth while for a bank to undertake active Interest Arbi- 
trage involving work, to lose the ‘"turn”, immobilise to some 
extent some of its funds, and take a slight risk, all for the sake of 
an additional yield of, say, one-eighth per cent per annum. The 
minimum discrepancy in yield which induces banks to undertake 
the deliberate transfer of their funds for the purpose of Interest 
Arbitrage varies widely, but as a general rule funds are not trans- 
ferred by big banks on a large scale unless there is a profit of about 
one-half per cent per annum . The rates representing an overvaluation 
or undervaluation of the forward rates against their Interest Parities 
amounting to one-half per cent may be regarded therefore as their 
Transfer Points. Passive Interest Arbitrage does of course occur 
while the forward rate is within its Transfer Points, but if the dis- 
crepancy is very small it is hardly worth while to accumulate funds 
in a foreign centre. 

Loan Points are the forward rates at which it becomes advan- 
tageous for arbitrageurs, exporters, or those desirous of hedging 
against the depreciation of a currency to borrow in the foreign 
centre concerned, as an alternative to selling Porward Exchange, 
because the cost of the forward operation exceeds that of the loan. 
Thus, if the forward franc is 8 per cent per annum, while it is 
possible to borrow in Paris at 6 per cent, British exporters having 
to receive francs at a future date find it more advantageous to 
borrow the francs, sell them, and repay the loan subsequently out 
of the proceeds of their exports. For arbitrageurs, loan points re- 
present the rates at which it becomes profitable to borrow in a 
foreign centre for the purpose of using swap transactions the 
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spot exchange thus obtained. The Loan Points vary according 
to the type of credit used. 

( 9 ) COVERING AND HEDGING 

Covering the Exchange Risk means the acquisition or sale 
of foreign currencies to fix in terms of the national currency the 
amount receivable or payable at a future date. Thus a covering 
operation can arise only where there is a definite payment in foreign 
currency maturing at some future date. The covering operation 
provides a safeguard against the direct risk involved in exchange 
fluctuations. 

Hedging in general may be defined as consisting of deliberately 
taking a speculative risk in order to offset a bigger speculative 
risk. Hedging against exchange fluctuations is the Forward Ex- 
change operation by which we safeguard against indirect loss arising 
from the depreciation of a foreign currency. The difference between 
covering and hedging is that in the former we safeguard ourselves 
against loss on some definite payment to be made or received, 
while in the latter we safeguard ourselves against the depreciation 
of assets brought about by the depreciation of the exchange. Thus 
an exporter of British goods to France who will receive francs in 
three months’ time covers against the exchange risk by selling the 
francs forward. On the other hand a British bi\yer of French goods 
may hedge against the loss he would suffer in terms of sterling 
through the fall in the sterling price of the French goods, caused 
by the depreciation of the franc. 

( 10 ) EXCHANGE POSITIONS 

Exchange Positions arise when there is a difference between 
the amount of foreign currencies owned or receivable by a bank, 
firm or individual under definite contracts, and the amount of the 
same currencies payable by them under definite contracts. If the 
amount held or receivable in foreign currencies is not covered by 
forward contracts, then the firm in question has a position in 
the currencies concerned. If the amount payable in foreign cur- 
rencies is not covered by forward contracts, then the firm in 
question has a short position in the foreign currencies concerned. 
So long as the totals receivable and payable are balanced, however, 
no position can arise, even though the payments to be received 
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and to be made are not synchronised. Discrepancy between 
maturity dates creates a commitment but not a position. 

Bear and Bull Positions are short and long positions de- 
liberately created for speculative purposes, either by Forward Ex- 
change operations or by borrowing abroad and selling spot ex- 
change. If a merchant leaves the exchange on his imports or 
exports uncovered, he creates a short or long position, but not a 
bear or bull position. 


(11) SUNDRY DEFINITIONS 

Forward Dealing in Discounts constitutes fixing in advance 
the discount rate for bills to be delivered at a future date. It safe- 
guards holders against the risk of a rise in the Bank rate. Such 
transactions supplement forward operations in bills designed to 
reduce exchange risk on bills to be delivered at a future date. 

Foreign Balances, in the broader sense of the term, include 
not only current account balances but also sight deposits, deposits 
at notice, fixed deposits, holdings of bills, funds invested in the 
short-loan market, and even funds invested in easily realisable 
securities. 

Purchasing Power Parity is the ratio between the internal 
purchasing power of two currencies. The exact meaning of the 
term is highly controversial, and its loose definition has caused much 
misunderstanding in the past. Here, however, we need not be more 
precise, since we are concerned only with broad tendencies in for- 
ward rates to move in the direction of their Purchasing Power 
Parities, tendencies brought about by divergencies of spot ex- 
changes from their equilibrium levels, and from this point of view 
it is immaterial which interpretation of the term is correct. 

Swap Transactions are the purchase or sale of spot exchanges 
against the sale or purchase of Forward Exchanges. In a broader 
sense the term can also be used to cover the purchase or sale of short 
Forward Exchanges against longer Forward Exchanges, but unless 
otherwise indicated the term will be used in this book exclusively 
to indicate spot-forward operations* ’ 

Swap AND Deposit transactions combine the buying of spot 
exchanges against Forward Exchanges and the loan of the foreign 
currency thus obtained to the foreign banks concerned. Thus if 
an English banl^ buys spot reichsmarks and sells them for three 
months’ forward delivery it will have the use of reichsmarks for three 
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months, while the German bank concerned will have the use of 
sterling for three months. As a result of the Swap and Deposit 
transaction, the German banl^ will have the use of both sterling and 
reichsmarks for three months. 

Transfers, unless otherwise indicated, mean the acquisition 
of a foreign balance by individual buyers. They need not neces- 
sarily involve the change in the volume of funds in the two centres 
concerned, only the change of the ownership of the funds involved. 
It is only if the transfers are on a sufficiently large scale to give 
rise to gold movements or official exchange operations that they 
bring about a decline or increase in the total volume of funds in the 
centres concerned. 

Cross Rate is the rate between two foreign currencies calculated 
on the basis of their quotation in a third centre. Thus when we 
talk about the franc-dollar cross rate we mean the ratio between the 
London quotation of the two currencies. It need not necessarily 
be identical with the dollar rate in Paris or the franc rate in New 
York, and when there is a discrepancy it gives rise to exchange 
arbitrage. 

Cross Forward Rate or Forward Cross Rate. While the 
cross rate is the ratio between two spot rates in a third centre, the 
cross forw^ard rate is the ratio between tw^o forward rates in a third 
centre. 

Forward Exchange Policy is the set of principles followed by 
the monetary authorities in their operations in Forward Exchange, 
irrespective of the object of the operations. 

Forward Rate Policy is one particular type of Forward 
Exchange Policy, aiming at influencing the international move- 
ments of funds by means of regulating forward rates. 
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CHAPTER IV 


THE ORIGIN OP PORWARB EXCHANGE . 

(1) LACK OF CONCEBTE INFORMATION 

The majority of the systems and institutions that form part of the 
international financial apparatus as we know it today have developed 
by a gradual process. Their origin cannot be traced to some 
definite, or even approximate, date. They were not the invention 
of any particular individual, but came into existence through the 
coincidence of demand for certain facilities and of circumstances 
which made it possible to provide those facilities. This is how the 
system of Forward Exchange came into being. It is impossible 
either to point with even approximate accuracy to any date when 
it began or to name any individual or institution responsible for its 
initiation. All we know, or rather assume, is that it originated 
during the nineteenth century, but we are unable to express a 
definite opinion upon whether it was the first or the second half of 
that century. 

We are equally in the dark about the exact process through 
which Forward Exchange became part of the financial system. 
By the time writers on financial subjects in Central Europe and 
elsewhere began to take notice of Forward Exchange, the system 
had been in operation for some time, and there is no evidence to 
show when and how it had come into existence. It is, nevertheless, 
possible to elaborate a theory about the origin of Forward Ex- 
change, based on the experience of Foreign Exchange markets in 
which Forward Exchange developed only comparatively recently. 
Admittedly, we are not altogether on safe ground in inferring that 
the circumstances of the development of Forward Exchange in 
Vienna and Berlin during the nineteenth century were similar to 
those amid which Forward Exchange developed in other markets 
in more recent times. There are, however, several points in re- 
spect of which the similarity of circumstances can reasonably be 
assumed. 


31 



32 


EVOLUTIOH OF FORWARD EXCHANGE SYSTEM part ii 


( 2 ) DEMAND FOB FORWARD EXCHANGE FACILITIES 

The demand for Forward Exchange facilities arose, not through 
one particular requirement, but through complex influences and 
conflicting requirements. To state that it arose tlirough the 
necessity for traders to cover their exchange risk caused by abnormal 
exchange movements would over-simplify the matter. The desire 
of importers and exporters to safeguard themselves against losses 
arising from the fluctuation of their own currency or that of another 
country is certainly one of the major factors responsible for the de- 
velopment of a Forward Exchange market. But it is only one of a 
set of various complementary factors working in the same direction. 

Unquestionably, the development of Forward Exchange is the 
outcome of fluctuating exchanges. I propose to show in the next 
chapter that wherever a currency was subject to fluctuations during 
the second half of the nineteenth century, there was evidence of 
the existence of an active Forw^ard Exchange market. It would be 
incorrect, however, to attribute the development of that market 
solely to the prudence of merchants who were anxious to avoid 
having to gamble on the exchanges. To about the same extent, 
the creation of Forward Exchange facilities was due to the opposite 
influence : to the desire of speculators to gamble on the exchanges. 
It would be idle to attempt to answer the question whether com- 
mercial demand was first in the field, and the market created for its ’ 
benefit was used and abused subsequently by speculation, or 
whether it was speculators who created the market which, once 
in existence, provided facilities also for non-speculative Forward 
Exchange requirements. In all probability these conflicting re- 
quirements developed more or less simultaneously. At the same 
time, the requirements of arbitrage of various kinds had also arisen 
and had contributed towards the factors making for the develop- 
ment of a Forward Exchange market. 

( 3 ) WHY LONG BILLS HAD BECOME INADEQUATE 

In itself the existence of fluctuating currencies would not have 
given rise to a Forward Exchange market. Currencies have nearly 
alw’ays fluctuated in terms of one another, and yet there is no 
reason to suppose that Forward Exchanges existed before the 
nineteenth century. During earlier centuries general conditions 
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were much less settled, and such exchange risk as existed was 
merely one of the innumerable risks the venturesome souls engaged 
in foreign trade had to take. If any of them wanted to cover 
himself against that particular risk, he was in a position to do so 
by means of long bills on a foreign centre, which were the fore- 
runners of Forward Exchanges. Anyone having to make a pay- 
ment in a foreign currency at a future date was able to buy foreign 
bills in the currency concerned. Anyone expecting to receive pay- 
ment in a foreign currency at a later date could draw a bill in that 
currency and sell it. 

The question we have to try to answer is why the necessity 
arose for developing Forward Exchange facilities in addition to 
the existing foreign bill facilities. It must have arisen gradually, 
with the expansion of foreign trade caused by industrialisation and 
by the progress of the international division of labour. During the 
second half of the nineteenth century the volume of foreign trade 
had advanced to a figure many times larger than its volume for 
the first half of that century. At the same time, international 
finance also developed on a perhaps even more extensive scale. 
Banks of different countries acquired the habit of keeping funds in 
terms of each others’ currency. This gave rise to interest arbitrage 
and to the desire to cover these balances against losses through 
exchange movements. Above all, the nineteenth century witnessed 
the development of active stock arbitrage, and this, too, was largely 
responsible for the increase of the demand for convenient facilities 
for covering the exchange risk. With the adoption of the gold 
standard by a number of countries during the last three decades 
of the nineteenth century, bullion arbitrage on an extensive scale 
added to the demand for such facilities. 

(4) SUPERIOBITY OF FOBWARI) EXCHANGE AS MEANS FOR COVERING 

it may well be asked, were the facilities provided by the 
foreign bills not sufficient to meet the increased requhements ? 
To answer that question it is sufficient to point to the advantages 
of Forward Exchanges compared with foreign bills as means of 
covering exchange risk. The purchase of long bills requires an 
immediate capital outlay or, alternatively, the contraction of a 
bank loan. Against this the purchase of Forward Exchanges re- 
quires no cash outlay (except in some instances a small deposit) 
and no credit transaction on the part of the buyer. Foreign trade 

n 
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transactions do not always give rise to bills, or, as AValtlier Lotz 
pointed out in 1889,^ bills are not always of a sufficiently high 
quality to be marketable on advantageous terms. Another reason 
for the need for Forward Exchange facilities was that in many 
instances exporters were desirous of safeguarding themselves against 
exchange risk long before they were in a position to deliver the bhls. 
Obviously, Forward Exchange facilities w^ere much better suited 
to their requirements than were foreign bill facilities. In any case, 
bills are a clumsy and cumbersome instrument for a really large 
volume of turnover. Even though the development of finance bill 
facilities made their market more elastic and adaptable, such 
facilities were by no means unlimited. 

Compared with the facilities of the foreign bill market, Forward 
Exchange definitely represented a higher stage of development. 
The creation of a Forward Exchange market w^as in keeping with 
the general tendency of evolution in international finance from the 
primitive to the more advanced system. Forward Exchange came 
into existence to meet the requirements of a progressing inter- 
national financial and commercial organisation. 

(5) PROGEESS OF BANKING SYSTEM 

We have dealt so far with the conditions wdiich created the 
demand for Forward Exchange facilities. Let us now’' see the 
conditions which made it possible to satisfy this demand. The 
fact that the demand for facilities for covering exchange risk prior to 
the nineteenth century was relatively small was not the sole reason 
wffiy Forward Exchange did not exist at that time. The system 
could develop only through progress in banking technique, the 
increase of confidence, and the establishment of closer international 
banking relations. Here again, it would be futile to try to ascertain 
whether the first hen preceded the first egg. Modern banking 
technique, confidence, and closer banking relations developed simul- 
taneously -with the evolution of the Forward Exchange market. 
It is evident, however, that the functioning of such a market pre- 
supposed a higher degree of banking organisation than existed in 
the earlier phases of evolution. It is even more obvious that the 
satisfactory working of Forward Exchange was conditional upon 
the existence of a high, degree of confidence, both within the market 

^ W alther Lotz, “ Die Wahrungsfrage in Osterreich -Ungam imd ihre wirt- 
schaftliche und politische Bedeutimg ”, SchmolUr'a Jahrhuch, voL 13, p. 34. 



CHAP. IV 


THE ORIGIN OF FORWARD EXCHANGE 


35 


and between the various markets. The fact that the breakdown 
of confidence in 1931 nearly brought the Forward Exchange market 
to a standstill shows how essential a part the gradual establishment 
of confidence during the nineteenth century must have played in 
making the creation of such a market possible. Lastly, the estab- 
lishment of innumerable links between banks across the frontiers 
during the last decades of the nineteenth century was also an indis- 
pensable condition for the creation of an active Forward Exchange 
market. 

Another question that remams to be answered is whether for- 
ward dealings between bankers and their customers preceded the 
development of an open market in Forward Exchanges. Judging 
by the course of evolution in markets where dealing in Forward 
Exchanges is of relatively recent origin, this was probably the case. 
It is reasonably safe to assume that during the early stages of 
development, the banks, having sold to their customers exchanges 
for future delivery, covered themselves by buying spot. Con- 
versely, if they bought Forward Exchanges they covered them- 
selves by selling a correspondmg amount of their holding of the 
exchanges concerned, or by selling spot obtained through finance 
bills or other means of credit. It was only at a later stage that an 
open market developed — mostly on the Bourses, where merchants 
and speculators were able to deal in some instances directly without 
the intermediary of banks, and where the banks were able to carry 
out forward operations on account of their customers or on their 
own account. It was only after the development of such open 
markets, in Vienna, Berlin, St, Petersburg and elsewhere, that the 
system began to attract attention, and that Forward Exchange 
operations began to be transacted on a large scale. 

(6) EVOLUTION OF FOREIGN EXCHANGE 

The evolution of dealings in Forward Exchanges from a primitive 
to a more advanced stage was part of the evolution of the Foreign 
Exchange market as a whole. In the early stages, Foreign Ex- 
change dealings, whether for spot or forward delivery, consisted in 
buying and selling foreign notes and foreign bills. It was only later, 
towards the end of the 19th centmcy, that the system of dealing in 
mail transfers began to develop. Until then the Forward Exchange 
market consisted of buying and selling of foreign bank notes and of 
sight bills or long bills for future delivery. Even transactions in 
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bills constituted a relatively advanced stage of evolution; they 
implied a certain amount of confidence in the bankers and merchants 
of the countries concerned. In the absence of an adequate degree 
of confidence, forward dealing was confined to ba^c notes It^s 
not until the late ’nineties that dealings in bills displaced dealmgs 
in notes in the Forward Exchange markets, though note dealmgs 
survived to a limited extent in certain continental centres until the 
outbreak of the war. The history of the development of mafi 
transfers and of telegraphic transfers before the war is too well 
known to require repetition. Although forward dealing in bills 
declined in importance in consequence of the development of these 
new and more convenient facilities, it nevertheless survived the 
changes brought about by the war in the Forward Exchange market, 
and to some very shght extent it exists even to-day. 



CHAPTER V 


EARLY FORWARD EXCHANGE DEALINGS 
(1) Vienna’s bole 

Having outlined the general trend of the early evolution of the 
Forward Exchange market, we now may proceed to describe the 
actual development in the various centres. It seems probable that 
Vienna was the first market where Forward Exchange dealings 
were transacted on a large scale. A few relatively brief intervals 
apart, the Austrian currency was subject to more or less wide 
fluctuations dining the greater part of the nineteenth, century. 
Vienna possessed a highly developed banking organisation, and her 
bankers had a reputation for their skill in the art of arbitrage. At 
the same time the foreign trade of the Austro-Hungarian Monarchy 
was fairly substantial and increasing. Moreover, since the capital 
resources of the country were inadequate, it had to depend very 
largely on foreign capital, and this in itself necessitated covering 
operations. The leading Vienna banks had good international 
connections, which facilitated the development of a Forward 
Exchange market. 

It is impossible to indicate even an approximate date as to when 
forward dealings in exchanges began in Vienna. My inquiries in 
this respect, addressed to some of the leading Austrian authorities 
on the subject, produced a negative result, and the perusal of old 
volumes of Austrian newspapers and periodicals also proved futile. 
The development was probably so gradual that it was imperceptible 
until dealings had assumed a relatively substantial scale. There 
is concrete evidence that mark notes were actively dealt in for 
forward delivery on the Vienna bourse throughout the ’eighties, 
but in all probability there were dealings some decades earlier 
when the wars of 1848-49 had led to exchange fluctuations. As 
a rule, the dealings were for the end-of-month settlement, in 
accordance with widespread custom on continental Stock Exchanges, 
but it was possible to transact business for much longer periods. 
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According to Walther Lotz/ in Vienna business was transacted in 
mark notes for delivery at the end of three, four and six months, 
in addition to delivery at the end of the current month. The rates 
for longer periods were, however, largely a matter of negotiation. 
Speculation largely assumed the form of buying foreign notes for 
delivery at the next end-of-month settlement, and renewing the 
positions month after month. According to Kramar,^ at the end 
of the month the exchange rates moved often in favour of Austria, 
owing to speculative covering, but after the turn of the month the 
speculative positions were reconstructed once more. 

( 2 ) THE BEELIX FORWAED MARKET 

If Vienna was the first active Forw^ard Exchange market, Berlin 
was probably a good second. Indeed, there could be no really 
active market in Forward Exchanges in one centre until a market 
was created in another centre. We have concrete evidence that 
such a market existed in Berlin during the ’eighties. Its activities 
originally consisted in dealing in Austrian gulden and Russian 
rouble notes for forward delivery. In addition to references to this 
market by Walther Lotz^ we have detailed descriptions of the market 
in rouble notes by Arthur Raffalovich^ and especially by Dr. G. von 
Schulze-Gaevernitz.^ The writings of the latter and of Walther Lotz 
are probably the best existing accounts of early Forward Exchange 
dealings. They are, therefore, worth discussing in detail. 

According to Lotz, Austrian and Hungarian merchants engaged 
in foreign trade felt keenly the necessity for Forward Exchange 
facilities, owing to the violent fluctuations of the gulden. They 
usually covered their exchange risk by buying or selling mark notes 
for forward delivery, even if their transactions were concluded in 
terms of sterling or other currencies.® For, since the mark was 
stable, its fluctuations against other stable currencies were negli- 
gible. Lotz reports the existence of a keen interest arbitrage 
between Vienna and Berlin, with the exchange risk covered. 

^ Walther Lotz, “Die WMirimgsfrage in Osterreich-Ungarn imd ihre wirt- 
sehaftliche und politische Bedexitung ”, Schmollers Jahrhuch fur Oesetzgehung, 
Verwaltung und Y ollcswirtscliaft, vol. 13 (1889), p. 34. 

^ Dr. Karel Kramar, Das Papiergeld in Osterreich seit 1848 (Leipzig, 1886), p. 71. 

^ Op. cit. p. 35. 

^ Arthur EaSalovich, Le MarcM financier, 1894-95 (Paris, 1895), p. 235. 

® Gerhard v. Schulze -Gaevernitz, Volhswirtschaftliche Studien aus Bussland 
(Leipzig, 1899), chap. vi. Part 2, “ Rubelkurs und Rubelborse ”, pp. 499 et seq. 

6 Op. cit. p. 30. 7 Op. cit. p. 35. 
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Money rates were usually higher in Vienna than in Berlin, so that 
forward mark notes were as a rule at a premium. He expressed 
the view that the existence of a forward market was beneficial and 
that it tended to smooth out the fluctuations of the spot gulden. 

The same view was put forward with much more emphasis by 
Schulze-Gaevernitz. He put up a spirited defence of the Berlin 
forward market in rouble notes against the attack of the Russian 
Press, which, throughout the ’eighties and at the beginning of the 
’nineties, denounced speculation in roubles, in terms of abuse that 
could teach a lesson even to writers in the financial columns of the 
Press of the Gold Bloc countries in 1935, on the question of specula- 
tion against their currencies. The whole controversy of half a 
century ago shows yet again that there is very little new under the 
sun. The arguments for and against forward dealing were almost 
identical with those put forward in recent years. 


(3) THE FORWARD MARKET IK ROUBLES 

Schulze-Gaevernitz gave a detailed account of the development, 
activity and collapse of the Berlin forward market in rouble notes. 
It originated as a result of the large Russian purchases abroad 
during the Russo-Turkish war of 1877, purchases which were to 
some extent financed by means of exporting rouble notes to 
Germany. According to Raffalovich^ the notes issued during the 
Turkish war amounted to some 400 to 500 million roubles, much 
of which amount found its way to Berlin. Schulze-Gaevernitz 
states that the reason why forward dealings in these notes developed 
was the active commercial and financial intercourse between Russia 
and Germany. Indeed, about one-third of Russia’s foreign trade 
was done with Germany. And since the rouble was subject to wide 
fluctuations, German importers and exporters were anxious to cover 
their exchange risk. It is true that there was a Forward Exchange 
market also in St. Petersburg, but it was inferior to the Berlin 
market. German importers of Russian wheat were able to buy 
at low prices by quoting in terms of roubles, and German exporters 
to Russia were also willing to quote in terms of roubles. Their 
willingness to do so was very helpful for them in competition with 
British firms, as the latter never quoted in terms of a fluctuating 
currency. 2 Indeed, we have reason to suppose that the existence 
of a forward market in roubles, by enabling German importers 
^ Op. cit. pp. 234-235. ^ Op. cit. p. 508. 
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and exporters to quote in roubles, went a long way towards estab- 
lishing German supremacy in Russian trade, a supremacy which 
existed until 1914 and which was restored after the war. About 
this aspect of the question more will be said in the next chapter. 

Needless to say, the Berlin Forward Exchange market in roubles 
provided facilities not only for commercial purposes but also for 
arbitrage and speculation. The Berlin banlis kept balances in St. 
Petersburg and covered their exchange risk in the forward market. 
From time to time it w^as profitable for them to buy Russian internal 
Government securities with the exchange risk covered. German 
bank clerks wnre travelling regularly betwnen Berlin and St. 
Petersburg, especially towards the end of the month, carrying suit- 
cases full of rouble notes. Although the market was primitive, in 
that it was confined to actual notes, in some ways it w^as well 
developed. There were “ put and call ” dealings — something un- 
known in the modern Forward Exchange market — and it was 
possible to leave it to the option of the parties whether to carry 
out the contract or merely pay the exchange difference. These 
facts indicate the highly speculative character of the market. Un- 
questionably, by far the larger part of the dealings consisted of pure 
speculation. Even so, the frequent statements of the contemporary 
Russian Press that Berlin speculators “ controlled ” the rouble, and 
with it the destinies of Russia, were distinctly exaggerated. 

(4) A BEAE SQUEEZE IN THE ’NINETIES 

Throughout the ’eighties, the Russian Press conducted a violent 
campaign demanding stern measures for the suppression of the 
Berlin market in rouble notes. Among others, the institution of an 
embargo on the export of these notes was demanded. Th i s solution 
was eventually adopted by the Finance Minister, Count Witte, in 
1894. Having made good progress towards putting Russian finances 
on a sounder footing, in 1893 he began to discourage forward dealing 
in roubles. First he ordered the Russian banks to refrain from 
taking part in such operations. Then a small export tax was im- 
posed on the notes. The final blow was delivered in 1894. A de 
facto stabilisation of the rouble had been achieved at the beginning 
of that year, but in September and October, when the illness of 
Tsar Alexander gave rise to speculative selling of rouble notes in 
Berlin, Count Witte took firm action to teach the bears a lesson. 
Anticipating M. Poincare, he organised a bear squeeze, almost 
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exactly thirty years before the memorable franc squeeze of 1924. 
While M. Poincare sought to reduce the supply of francs by for- 
bidding the granting of loans to foreign borrowers, Count Witte 
achieved a similar result by suddenly forbidding the export of 
rouble notes. Prior to that measure, the banking house of Mendels- 
sohn & Co., acting as agents for the Russian Government, bought 
up large amounts of rouble notes for delivery at the end of October 
1894 ; on settlement day they insisted on actual delivery instead of 
accepting the payment of the exchange difference. The bears, 
being unable to secure the notes they had sold, were routed. The 
rouble notes went to a premium of 15 marks per 100 roubles, and 
even at that price they were unobtainable. Much of the commit- 
ments were offset by local clearing arranged for that purpose- 
just as in Vienna a large part of the franc commitments was locally 
compensated in 1924 — and the actual deficiency was reduced to 
some 3,000,000 roubles. The speculators threw themselves upon 
the mercy of Count Witte, who, unlike M. Poincare, was not 
vindictive and let them off relatively lightly by authorising the 
export of the required amount at a price which, while penalising the 
speculators, was not actually ruinous. 


(5) FOBWARD MARKETS UNDER STABLE CONDITIONS 

After this memorable experience, speculators kept away from 
the forward market in rouble notes. The market continued to 
function, however, even after the stabilisation of the rouble, just as 
the Vienna forward market in mark notes and the Berlin forward 
market in Austro-Hungarian notes survived the stabilisation of the 
Austro-Hungarian currency in 1892. Business in these currencies 
consisted very largely of arbitrage operations, although there was 
a certain amount of commercial business. In spite of the fact that 
fluctuations of the rouble and of the new Austro-Hungarian krone 
became confined to narrow limits, many merchants considered it 
necessary to cover their exchange risk, especially if they dealt in 
primary produce which allowed a relatively narrow margin of profit 
for intermediary merchants. The Forward Exchange operations 
of this period were well described by Herr Walther Federn.^ He 
pointed out that, although the volume of commercial Forward 
Exchange operations declined with the greater stability of rates, 

^ Walther Federn, " Das Problem gesetzlicher Aiifnahme der Barzahlmigen in 
Osterreich-Ungarn ”, Schmollers Jahrbuchf vol. 34 (1910), p. 156. 
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there was nevertheless a large vohime of business transacted in 
connection with stock arbitrage. 

As we said in the last chapter,, the iniportance of forward dealing 
in notes gradually declined towards the end of the nineteenth 
century. It was replaced to an increasing extent by forward 
dealing in bills. In particular, sterling bills had a good forward 
market in Vienna, Berlin, St Petersburg and other centres. During 
the last pre-war decade, forward dealing in other bills also developed 
in these markets, and at the same time forward dealing in mail 
transfers, especially on London and Paris, became increasingly evi- 
dent. Interest arbitrage between Vienna and Berlin on the one 
hand and the Western European centres on the other, attained a 
high stage of development even in the ’nineties, but it was usually 
the Central European markets that took the initiative. Very little 
was known about Forward Exchange business in London or Paris 
in those days. To secure a high yield on swap transactions in those 
markets was still the privilege of the select few, who jealously 
safeguarded the secret of their knowledge. A financier who in the 
meantime has acquired world-wide reputation both as a practical 
expert and as a theoretical specialist in monetary problems told me 
that he secured his foothold in London during the ’nineties by 
buying Austrian Salinenscheine (Treasury bills secured on State- 
owned salt-mines) and covering the exchange on the Vienna 
Forward Exchange market. The Salinenscheine bore interest at 
3| per cent, and in spite of the cost of the swap, the net yield was 
considered, in those lean days, attractive for a well-secured short- 
term investment. 

During the years that preceded the war, interest arbitrage 
combined with swap operations between Vienna and other markets 
assumed such dimensions that the Austro-Hungarian Banlc at times 
considered it necessary to adopt special tactics to counteract its 
effect. This important point will he discussed in detail in Chapter 
XXXVI. 

(6) EARLY EORWARB EXCHANGE DEALINGS IN THE UNITED STATES 

Hitherto we have confined ourselves to a description of the 
European Forward Exchange markets. The system was not, 
however, peculiar to Europe, even during its early stages. Indeed, 
there is ample evidence to show that there were active Forward 
Exchange markets, many decades before the war, in the United 
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States, in Latin America and in the East. In the United States 
they must have originated through the exchange fluctuations 
brought about by the Civil War. Even after the stabilisation of 
the dollar, American exporters were anxious to safeguard themselves 
against the exchange risk by selling their European bills for forward 
delivery. During the latter decades of the nineteenth century it 
had become the practice of American produce exporters to anticipate 
the seasonal appreciation of the dollar, and to begin from April 
onwards to sell forward their sterling bills for delivery in October 
or thereabouts. This practice made it necessary for the American 
banlis to develop facilities to enable them to cover the exchange 
risk, and to secure themselves also against a possible rise in the 
London bank rate, by a forward discount operation. 

LTnfortunately there is very little evidence of these operations 
in American financial literature, although it is so highly developed 
in other directions. While the United States has produced some 
very good monographs on the pre-war monetary history of Great 
Britain and France, and even on the monetary history of mediaeval 
Spain, some developments nearer home have received no adequate 
attention. This is a great pity, for a detailed description of For- 
ward Exchange dealings— if any — during the Civil War, or at any 
rate of the Forward Exchange market during the last two or three 
pre-war decades, would be invaluable. 

(7) THE “ GOLD MYSTERY ” OE 1891 

The existence of an active forward market in franc bills in New 
York, New Orleans and Chicago in 1891 is referred to by Ottomar 
Haupt in his essay on The hazards^ Gold Operations?- He describes 
in detail the situation that arose in 1891, when, owing to the 
anticipation of a deficient harvest in France, American wheat 
exporters began to sell franc bills for forward delivery at a heavy 
discount during May and June. As Haupt pointed out, there was 
no forward market in bills in France, but there was one in New 
York, Chicago and New Orleans. In these markets, bills on France 
for future delivery were dealt in during May 1891 at the rate of 
530 fr. for $100, against the parity of 518d3. The spot franc was 
also unfavourable, though not nearly to the same extent. Much to 
the astonishment of the world, the Paris banking house of Lazard 
Freres began to import gold from the United States in May, in spite 

^ Ottomar Haupt, The Monetary Qumtion in 1892 (London, 1892), p. 96. 
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of tlie adTerse excliaiige. Altogether some $35,000,000 of gold was 
withdrawn— a liage amount for those days — most of which was 
paid into the Bank of France. 

The financial Press of two continents' w’as completely mystified 
by these transactions; and a variety of interpretations were current. 
In some quarters it was suggested that the Bank of France must have 
been paying a preniinm on the gold. The German Press suspected 
the accumulation of a war chests — how familiar that sounds !— and 
regarded the gold shipments as the forerunner of a war of revenge 
for 1871. Haiipt himself sought to explain the transactions on the 
ground that, since the Bank of France was then unw^iing to part 
with gold, Lazard Freres paid in the gold on the understanding that 
they would be entitled to withdraw it when necessary for meeting 
wheat import bills. Although he was then the leading foreign 
exchange expert in Western Europe, even he missed the point, 
which would be obvious today to every junior foreign exchange 
dealer, namely, that the transaction vras made possible by the 
abnormal profit on the swap. Forward francs being at a big 
discount, Lazar d Freres probably bought up the franc bills offered 
by American wheat exporters for forward delivery, and sold spot 
francs at the same time. Having thus acquired dollars for a few 
months, they were in a position to withdraw gold. Today the 
dollars would have been left on deposit in New York, but Lazard 
Freres had doubtless good reason for preferring to withdraw gold ; 
in spite of transport costs, there was a margin of profit. 

I have dwelt upon these mysterious transactions at some length 
because they probably constitute the earliest example of swap 
operations on a large scale. At the same time they indicate the 
existence of an active Forward Exchange market in the United 
States in the ’nineties. This was also confirmed by Margraff, who, 
writing in 1904, referred to the Forward Exchange market as a well- 
established institution. According to him, the foreign department 
of every American bank had to keep large sterling balances, and in 
order to secure themselves against fluctuations they had to sell 
demand drafts for future delivery.^ Together with many other 
writers on Foreign Exchange, he defends the Forward Exchange 
system on the ground that . the business devoted to legitimate 
purchases and sales of foreign exchange for future delivery ... is 
conservative and not speculative 

i A. V^. Margraff, International Exchange, 2nd ed. (Chicago, 1904), pp. 54-55. 
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(8) BASTIEN AND LATIN -AMEBIC AN MARKETS 

The fluctuations of exchange rates between gold and silver 
currencies led to the development of Forward Exchange markets 
in the silver-using countries. Among the factors determining the 
forward rate of exchange for silver currencies, the London forward 
price of silver played a prominent part, though the influence was 
probably to some extent reciprocal, and in spite of the existence of 
active arbitrage there was a moderate scope for discrepancies to 
develop. The general rule was, and still is, that when spot silver 
in London is higher than forward silver then forward sterling in 
the Eastern market will be at a premium roughly corresponding to 
the discount on forward silver. When there is a premium on for- 
ward silver there is a discount on forward sterling in the East. 
Long before the war there was a forward market in sterling in 
Shanghai. Although it w^as largely controlled by the British banks, 
much more was known about it by exporters in Hamburg or Bremen 
than by their competitors in London or Manchester. In Japan 
there existed an active forward market in sterling, dollar and 
franc bills before the adoption of the gold standard, and this 
market survived the monetary reform. 

Owing to the fluctuation of the Latin- American currencies, 
Forward Exchange markets developed in several Latin-American 
centres, especially in Brazil and in Chile. The forward market in 
sterling bills in Chile was particularly active and there is a fair 
amount of information available about its working many years 
before the war. In Valparaiso it was customary to deal in sterling 
bills for forward delivery on the fortnightly mail arrival dates up 
to twelve months ahead^^^ This market developed in consequence 
of the wide fluctuations of the peso. In June 1908 the premium of 
the gold peso over the paper peso was 133 per cent, while in March 
1909 it was down to 57 per cent. In such circumstances it was only 
natural that the local merchants should have tried to safeguard 
themselves by forward operations. Forward rates were quoted for 
£500 or multiples thereof, and the rate was, say, -|d. per mail date, 
premium or discount. Needless to say, speculation on a krge 
scale developed in the market. In fact, the total transactions were 
many times larger than the total foreign trade of Chile, even though 
only part of that trade was covered in the market. There was also 
a certain amount of arbitrage, and several foreign banks operating 
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in Chile endeavoured to safeguard themselves against the exchange 
risk by covering their eapitald 

In addition to the countries mentioned, several others are known 
to have possessed active Forward Exchange markets long before 
the -war. Henry Deutsch mentions specifically Argentine, Eg5'pt, 
Spain and Portugal.- Indeed, it may be said that, with the ex- 
ception of London and one dr two other financial centres of Western 
Europe, there w^as an active Forw'ard Exchange market in practi- 
cally every civilised countrj^ at least tw'o decades before the war. 
Even in London, Forward Exchange operations gradually became 
known after the end of the nineteenth centurJ^ About this, 
however, more will be said in Chapter VII. Meanwhile in the next 
chapter we will examine the significance of early Forw'ard Exchange 
markets abroad. 

^ R. Dunker, “ Kiirsspekulation und KLirssichening in sudamerikanische 
Valuten ”, Bank-Archiv., Nov. 1, 1909, pp. 40-43. 

2 Henry DeutBch, Tranmctmis in Foreign Exchanges (London, 1914), p. 172. 
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THE SIGNIFICANCE OF 
EARLY FORWARD EXCHANGE MARKETS 

(1) WHY FORWARD EXCHANGE DEALING WAS SLOW 
TO DEVELOP IN LONDON 

What was the reason for the absence of a Forward Exchange 
market in London at a time when other financial centres — some of 
them in most respects much less developed than London — pos- 
sessed one ? The reason usually given is that, since sterling had 
been stable for the best part of a century, the necessity for Forward 
Exchange facilities did not arise until 1919. A less popular but none 
the less obvious reason is that, since British merchants always 
bought and sold in terms of sterling, there was no need for them 
to worry about the fluctuations of other currencies. For these same 
reasons, the development of the Foreign Exchange market as a 
whole was rather slow in London, and while in many respects the 
British banking technique was supreme, in the sphere of Foreign 
Exchanges it remained until recent years inferior to the technique 
■in other centres. ^ 

It is a commonplace repeated to boredom that the reason why 
sterling before the war was generally regarded as the international 
means of payment was that it had remained absolutely stable almost 
from the close of the Napoleonic wars. Unquestionably, the fact 
that sterling was essentially stable must have been one of the 
major reasons for its adoption as the leading international currency. 
But to maintain that the commercial and financial supremacy of 
Great Britain was due to the fact that she possessed a currency 
which was universally trusted was clearly putting the cart before 
the horse. That particular misconception was largely responsible 
for the mistaken efforts of post-war monetary policy to restore 
sterling to its pre-war parity, in the hope that, in effect, the clock 
would thereby be put back to 1913. And the same misconception 
is, at the time of writing, largely responsible for the agitation in 

47 
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favour of immediate stabilisation, irrespective of the risks and 
sacrifices involved. 

(2) stebling’s intbbnational position 

In reality, sterling’s supremacy in foreign trade during the 
nineteenth century was mainly the result of the prominent place 
which Great Britain secured in world trade, thanks to her strong 
lead in the industrial field. It was in the first place the technical 
inventions and their commercial utilisation that made Great Britain 
the leading seller of manufactures and the principal buyer of food 
and raw materials among the nations. Her exporters and importers 
held such a monopolistic position for many decades that they could 
well afiord to dictate their terms regarding the means of payment. 
This was the main reason why sterling became the principal 
currency in international trade. Stabihty alone would never have 
achieved that result. With a remarkable degree of insularity, some 
British writers on the subject actually imagine that, since the pound 
was stable while other currencies were not, foreigners with unstable 
currencies actually preferred to transact their business in sterling 
rather than in their national currency. (This attitude resembles 
that of the Englishman who refuses to believe that, when travelling 
abroad, it is he who is the foreigner, and not the thousands of local 
inhabitants he comes across.) These writers overlooked the ele- 
mentary fact that, from the point of view of the Russian merchant 
it was the pound that was fluctuating and not the rouble, and that 
consequently he would have preferred to buy and sell in terms of 
his own national currency. Nevertheless, he was willing to buy 
and sell in terms of sterling, simply because the goods sold by 
British exporters were unobtainable elsewhere in the same quality, 
and because he was anxious to sell his products to the British 
importer. 

Unquestionably, the unwillingness of British merchants to buy 
or sell in terms of foreign currencies before the war was largely 
responsible for the supremacy of sterling in the sphere of inter- 
national finance. The readiness of German and other foreign 
merchants to quote in terms of foreign currencies was in fact one 
reason why their national currencies did not rival sterling as an 
international means of payment. It is a mistake, however, to 
regard sterling’s supremacy as an international means of payment 
and London’s supremacy as the world’s banking centre as one and 
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the same thing. A willingness, on the part of British merchants to 
deal in foreign currencies would have been detrimental to sterling’s 
position, but would, if anything, have been advantageous to 
London’s. After all, London’s supremacy was mainly due to the 
fact that Great Britain had for many decades a large surplus 
available for lending abroad. Had British exporters been willing 
to quote in roubles and pesos before the war, they wmuld have been 
able to hold their ground better in face of growing foreign com- 
petition, and in all probability the surplus available for lending 
abroad during the last few pre-war decades would have been larger, 
while that of other growing financial centres would have been smaller. 
This would have more or less offset the loss of business the London 
banking community might have suffered through the reduced use 
of sterling in international payments. 

With the progress of industrialisation abroad, the monopolistic 
position of British commerce began to decline during the closing 
decades of the nineteenth century. German competition, in par- 
ticular, began to make itself felt over the five continents. German 
firms were gaining ground partly because they were prepared to 
quote then prices in the currencies of the buyers, even though those 
currencies were subject to fluctuations. A fact that is almost 
entirely overlooked in the vast literature on the subject is that 
the reason why German merchants were willing to quote in fluctu- 
ating currencies was that they were both prepared and able to cover 
their exchange risk in the Forward Exchange market. 

(3) FOBWARB MARKETS IN STERLING ABROAD 

We have seen in the last chapter that the existence of an active 
Forward Exchange market in Russian roubles in Berlin secured 
for Germany a lasting supremacy in Russian trade. Although the 
number of foreign currencies in which a forward market existed in 
Berlin before the war was small, and forward marks were not very 
actively dealt in in most foreign centres, the existence of a good 
forward market in sterling in most Foreign Exchange markets 
enabled the German merchants to cover the exchange risk in a 
round-about way. They— -or rather their bankers — were very 
active in the Forward Exchange markets on the continent, in the 
East, and in Latin America. British banks established in these 
overseas centres were, of course, the main operators, but they dealt 
chiefly on account of their local clients, not on account of their 
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British clients. The latter continued to buy and sell in sterling, 
and it was the local importers or exporters who covered the ex- 
change risk on their trade with Great Britain. 

It was said at the time that trade in Chile was done on a sterling 
basis, and that the sterling bill was the real currency of the country. 
This statement, however, was but a half-truth — if that. It is true 
that nitrate exports were done entirely on a sterling basis, but this 
was because nitrate production was controlled by British enterprise. 
Even the British nitrate producing companies had to cover in the 
Forward Exchange market their requirements in national currency 
for wages and other expenses. British exports to Chile were 
certainly quoted in sterling, but the exchange risk was covered in 
the Forward Exchange market by the importers. The German 
rivals of British exporters, and to a less extent other foreign 
countries interested in the Chilean markets, usually quoted in paper 
pesos, and covered themselves in the Valparaiso market. What 
is true of Chile is also more or less true of other countries with 
fluctuating currencies. 


(4) BENEFIT TO GERMAN TRADE 

From the above facts it is possible to draw the following 
conclusions : 

1 . It was largely because of the existence of a forward market 
in sterling that German and other rivals of British exporters 
were able to capture some of the British markets. 

2. It was largely because of the existence of a forward market 
in sterling that British exporters were able to retain some of 
their foreign markets in spite of their unwillingness to quote 
in fluctuating currencies. 

The apparent contradiction between these two conclusions can 
easily be explained away. Importers in the leading foreign centres 
were able and willing to buy in terms of sterling because they were 
in a position to cover their exchange risk. For this reason, from 
their point of view the advantage of receiving quotations in terms 
of their national currencies was not so great. The big merchant 
firms of Shanghai or Valparaiso did not particularly mind reckoning 
in terms of sterling. For them the problem was one of simple 
arithmetic. If the peso equivalent of the sterhng price, after 
allowing for the cost — if any — of covering the exchange risk, was 
lower than the peso price quoted by a German firm, then the Val- 
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paraiso firm accepted the Sritish offer without hesitation. Not so 
the importer of the hinterland. Apart from a few very large firms, 
very few people in the interior were accustomed to dealing in For™ 
ward Exchange. They therefore preferred to accept the German 
offer, even if the goods were more expensive than the British, or 
of an inferior quality. It was precisely in the outlying districts of 
overseas countries that German exporters made the most stril^ing 
headway before the war. They penetrated into the interior of 
Brazil and China, established agencies or sent travellers to pay fre- 
quent calls. Having sold in terms of national currency, they covered 
their exchange risk in the forward market in sterling.^ They thus 
benefited by the existence of that market to no slight degree. 

(5) BENEFIT TO BRITISH TRADE 

At the same time it was also because of the existence of the 
Forward Exchange market that British exporters were able to 
hold their ground. It was because Britain was first in the field of 
international trade and finance that the Forward Exchange market 
in sterling developed in various centres where no other currencies 
were dealt in for forward delivery at that time. 

These forward markets in sterling assisted in the maintenance 
of the supremacy of British trade in face of foreign competition, 
even though they also helped the competitors themselves. On 
balance it appears that from the point of view of British export 
trade before the war the existence of the forward market in sterling 
was decidedly beneficial, even though rival exporters made better 
use of it than British exporters. For, in the absence of facilities 
for forw^ard dealing in sterling, foreign exporters would probably 
have developed at an early stage a forward market in the currencies 
concerned. It was only because of the existence of a forward 
market in sterling that there was no urgent need for the develop- 
ment of such markets. Thus, in the absence of a forward market 
in sterling, British exporters would have lost ground more rapidly 
than they actually did, even though some of the foreign importers 
might have been skilled enough to cover their sterling risk by oper- 
ating in the forward market in German marks. 

It may be argued, and not without reason, that sterling’s 

^ It was not until a few years before the war that a forward market in marks 
began to develop in overseas centres ; even then its facilities did not compare with 
those of the forward market in sterling. 
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supremacy was largely due to the unrivalled facilities of the London 
market for financing foreign trade. But even from this point of 
view, the existence abroad of forward markets in sterling was 
essential. The reason why foreign merchants were willing to buy 
and sell on the basis of London acceptance credits, sterling domi- 
ciles, etc., was that they were in a position to cover their exchange 
risk in the forward markets. For this reason, too, bankers and 
others in countries with fluctuating or undependable currencies 
were willing to borrow in London or to transfer deposits to London. 
But for the existence of the forward market, many of them would 
not have ventured to use the facilities of the London banking centre. 
Conversely, it was the desire to use those facilities that was largely 
responsible for the development of forward markets in sterling 
outside Great Britain. That does not, however, alter the fact that 
fche existence of such forward markets was beneficial and even 
essential to the development and maintenance of London’s position 
as the world’s banking centre, as it was essential to the maintenance 
of Great Britain’s commercial supremacy in face of increasing com-, 
petition. 

(6) FORWARD DEALING IN DISCOUNTS 

The fact that sterling maintained its supremacy until 1914 was 
thus largely due to the existence of forward markets in sterling 
in foreign countries. Obviously , the development of those markets 
was highly desirable from a British point of view. Notwithstanding 
this, no official steps were taken to stimulate this development. On 
the contrary, the authorities actually discouraged the forward 
market in sterling by trying to discourage forward dealing in bills 
in the London discount market. Since very little has been written 
about this subject, and very little is known about it outside the 
discount market, it is perhaps not out of place to devote some space 
to it in this connection. 

For many decades before the war, it had been the practice of 
foreign — especially American— exporters to sell their sterling bills 
several months ahead. This was done partly to safeguard them- 
selves against the exchange risk, and partly to safeguard themselves 
against the risk of a rise in the British Bank rate. In many in- 
stances, it was done in connection with commercial or financial 
transactions with distant countries, with the object of covering 
the Bank rate risk pending the arrival of the bill in London. In 
other instances the bills were sold some months before they were 
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drawn. Crop bills, for instance, were sold from April onwards for 
delivery in tlie autumn. The London discount market developed 
very good facilities for such operations. The discount houses were 
not, of course, concerned with covering the exchange risk. They 
were prepared, however, to quote a buying or selling price in 
sterling for sterling bills to be delivered in several months' time, 
the extreme limit being usually six months. The whole business 
was entirely in foreign sterling bills; there is no evidence to show 
that inland bills were bought and sold forward to any extent, in 
spite of the existence of the facilities and in spite of the seasonal 
tendency of Bank rate changes. The United States, South Ameri- 
can centres and the East were usually sellers of sterling bills for 
forward delivery. In the United States, indeed, the forward sales 
were not even confined to commercial bills, for the sterling bills of 
the City of New York w^ere usually sold for future delivery. There 
was also regular forward buying of sterling bills by foreign importers 
of British goods, by foreign debtors in general and by continental 
Central Banks holding foreign exchange reserves. The discount 
houses, in addition to dealing with American banks, also dealt 
actively between one another in forward discounts. It was usually 
possible for them to undo a position before the forward contracts 
matured. Many banl^s were also interested in the business, but it 
was conducted independently of their Foreign Exchange business. 
Thus, an American bank desirous of covering both exchange risk 
and banl^ rate risk on sterling bills bought from its clients for future 
delivery, had to cover them independently even if it dealt with only 
one London bank ; the exchange part of the transaction was fixed 
with the Foreign Exchange department while the Bank rate risk 
was covered with the discounts department. 

Why is it that this practice — ^which was very important before 
the war and which survived, to some extent, until a few years ago, 
when discounts became so stable as to make it unnecessary to cover 
against the Bank rate risk — has been almost entirely ignored by 
writers on the discount market ? ^ The probable explanation is 
that, as the business is of a distinctly speculative character, the 
discount houses never talked about it to the Press if they could 
avoid doing so. The rates were never quoted in the Press — not even 
at times when dealing was active — and the whole practice seems 
to have escaped the attention of many otherwise shrewd outside 

^ One of the few exceptions is Mr. W. T. C. King, who, in his History of the London 
Discount Market, makes a brief reference to forward dealing in 1883 (p. 298). 
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observers. If the subject is mentioned in the discount market, 
most people do their best to minimise its importance. Yet the dis- 
count houses had no reason to be ashamed of having provided these 
facilities. Admittedly the business is speculative, but then so is 
insurance business, and yet nobody would think of blaming a 
Lloyd’s underwriter for being willing to relieve other people of the 
risk which he is better qualified to bear. 


(7) OFFICIAL DISAPPROVAL OF THE PRACTICE 

One of the rare occasions on which the Press had to take notice 
of the existence of the practice of forward dealing in discounts 
was in April 1883, when the Bank of England sought to discourage 
discount market overtrading in general and forward dealing in 
particular by restricting advances to the discount houses. This 
action was endorsed by the Economist,^ which considered that the 
effect of the restriction would be wholesome, ''as it will tend to 
check the speculation in taking bills forward, which has recently 
been such a marked feature in the market The whole practice 
was apparently viewed with disfavour by the Banlc. Yet the 
popularity of sterling bills as an international means of payment was 
to a large degree due to the fact that foreign banlvS were able to 
cover the Bank rate risk. Since the stability of sterhng exchange 
was secured largely at the cost of wide fluctuations of Bank rate, 
this risk was by no means neghgible. In the absence of facilities 
for covering this risk, there would have been a greater reluctance 
to deal in sterling bills, and consequently foreign merchants would 
have made greater efforts to trade in terms of their own currencies. 

0^ of the reasons why a forward market in sterling developed 
abroad at a time when the long bill was the principal means of ex- 
change was the existence of facilities for covering the Banlr rate risk. 
And since the development of forward markets in sterling helped, 
as we have seen above, to maintain the supremacy of British trade 
in face of strengthening competition, so the existence of facilities 
for dealing in forward discounts in the London discount market 
contributed to no slight extent towards prolonging the supremacy 
of sterling and of British trade long after Britain’s monopolistic 
industrial position, which was the original cause of that supremacy, 
had ceased to exist. No other financial centre had comparable 
facilities. Yet none of the admirers of the technical superiority of 

1 1883, pp. 485 and 513. 
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the London discount market ever emphasised them when com- 
paring London with other centres. Even the Bank of England 
seems to have overlooked the significance of forward discounting, 
and of forward operations in general. To this very day, it regards 
the Forward Exchange market as a necessary evil that should be 
discouraged as far as possible, instead of as an institution whose 
efficiency is indispensable to a live financial centre and trading 
community. While in 1885 the German Government introduced 
legislation to exempt Forward Exchange contracts from stamp duty 
so as to encourage forward dealing,^ two years earlier the Bank of 
England went out of its way to discourage it. 


(8) FEDERAL RESERVE BANK’S FORWARD DISCOUNTING OPERATIONS 

The desirability of facilities for forward discounting was duly 
realised by the United States authorities. When during the war they 
sought to develop the use of the dollar as an international means of 
payment, the Federal Reserve Bank of New York began to quote 
discount rates for dollar bills delivered at future dates. ^ The object 
of this arrangement was to encourage the use of dollar bills, and 
thus to make it easier for American exporters to induce their foreign 
customers to accept quotations in terms of dollars instead of in 
terms of their own currency or of sterling. This object was sought 
to be achieved by official intervention, because at the time the 
New York market had no forward discounting facilities comparable 
with those of London. Between 1915 and 1918 the facilities pro- 
vided by the Federal Reserve Bank of New York were used to a 

^ Dr. J. Vogel, Das Devisentermingeschdft (Berlin, 1924), p. 3. 

“ H. Parker Willis and W. H. Steiner, Federal Reserve Banking (New 

York, 1926), p. 576. See also Professor E. S. Fnrniss, Foreign Exchange (Cambridge, 
Mass., 1922), pp. 389 et seq. The attitude of the Federal Reserve Board towards 
the matter is defined in the legal ruling published in the June 1, 1915, issue of 
the Federal Reserve Bulletin : Fobwabd Discoott Ratbs. Federal Reserve 
Banks may, under the established right to fix discount rates for acceptances or 
eligible paper, fix a forward rate ; that is, a rate to apply at a future time. Such 
a rate is calculated to accommodate trade and commerce as required by the act, 
and will tend to obviate speculation due to fluctuating rates ” (p. 97). 

. . The purpose of fixing forward rates, that is, a rate to apply at some 
future date, is primarily to accommodate trade and commerce and to prevent those 
dealing in legitimate transactions from being subject to the speculative influence 
of fluctuating rates. For example, a commercial transaction may be safely engaged 
in if the purchaser, or one who is assisting the purchaser to finance such a transaction, 
can have the assurance that an acceptance or other eligible paper possessing the 
necessary qualification can be discounted or sold at a future date at a fixed rate, 
whereas if the rate is undetermined the element of speculation necessarily enters 
into the transaction ” (p. 98), 
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considerable degree. Subsequently, however, they have fallen in 
disuse, because the New York discount market acquired meanwhile 
sufficient breadth and confidence to enable dealers and discount 
houses themselves to carry forward commitments. Nevertheless, 
the facilities have never been withdrawn. In theory they exist — 
even though almost everybody has forgotten about their existence 
—and I understand the Federal Reserve Bank would still be pre- 
pared to consider requests for forward quotations of discount rates. 

The attitude implied in the adoption of the practice of official 
forward discounting in New York was significant. The American 
authorities knew by experience how much sterling and British trade 
gained from the facilities available for covering the Bank rate risk on 
sterling bills bought for forward delivery; and since it was impossible 
at short notice to develop in New York a discount market whose 
functions could compare with those of the London discount market, 
the Federal Reserve Bank took it upon itself to create such facilities. 
Admittedly, in the absence of experience such as that which influ- 
enced the New York authorities after the war, the British authorities 
in 1883 could not have been expected to realise the broader implica- 
tions of the forward market in bills. The experience of the last two 
decades, however, should have taught them not to regard forward 
operations with pre-war eyes. 

Facilities for dealing in forward discounts were not, of course, 
the only facilities of the London market which helped to stimulate 
the development of a forward market in sterling in foreign centres. 
One of the reasons why bankers in various parts of the world were 
willing to deal in forward sterling freely was that the short-loan 
market in London provided ample opportunity for them to cover 
themselves there whenever they were unable to cover in the Forward 
Exchange market itself. Thus, while the Forward Exchange 
markets in sterling abroad helped to maintain the supremacy of the 
London financial market, they themselves owed their existence 
largely to London’s superiority— especially to the superiority of 
London’s short-term loan facifities. 
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DEVELOPMENT OF THE MODERN 
FORWARD EXCHANGE MARKET 

(1) DEALING IN TRANSFERS 

It is a common belief, especially among the younger generation of 
post-war writers, that Forward Exchange dealings were practical^ 
non-existent before the war, and that they came into existence after 
the unpegging of the inter- Allied exchanges in 1919. Many English 
writers who realise how backward the London Foreign Exchange 
market was compared with the continental and American markets, 
admit that forward facilities may have existed abroad before the 
war, but are convinced that they were an essentially post-war de- 
velopment in the London market. Even this view falls far short 
of the truth. Actually the development of the modern Forward 
Exchange market began abroad long before the war, and even 
London conducted a moderate volume of Forward Exchange 
business during the last few pre-war years. The difference between 
the Forward Exchange market of 1913 and that of 1920 was largely 
one of degree, both abroad and in London. 

The development of the modern Forward Exchange market 
proceeded side by side with that of the modern Foreign Exchange 
market as a whole. When long before the war telegraphic transfers 
began to displace dealing in bills and mail transfers, the Foreign 
Exchange market, comprising both spot and forward dealings, 
made a big advance. In substance, it has remained unchanged 
ever since, although in the meantime long-distance trunk calls 
have to a large extent replaced dealing by cable. Even the 
adoption of mail transfers marked the beginning of the modern 
era, compared with dealing in notes or bills, for there then began 
that essential change wiiereby book-keeping transfers became sub- 
stituted for the actual transfer of the ownership of negotiable 
instruments. Whether the book-keeping transfers be effected by 
mail, cable or telephone call is only a matter of technical detail* 
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(2) FBE-WAR MARKET 

In this sense, a modern Foreign Exchange market existed for 
many years before the war, and within that market there w^'as a 
modern Forward Exchange market. Admittedly, its turnover was 
a mere fraction of that of the post-war Forward Exchange market. 
But then there was a somewhat similar rise in the scale of operations 
in every sphere of finance between 1914 and 1919. It is true that 
before the war merchants in countries with stable currencies did 
not as a rule cover the exchange risk, except when dealing in terms 
of an unstable currency. There was, nevertheless, a fair amount 
of commercial Forward Exchange dealing abroad, especially on the 
part of intermediaries in produce trade, whose profits were not 
wide enough to make it advisable to risk even the exchange 
differences of one per cent or so that arose between stable currencies. 
Moreover, in some instances at any rate, there was not absolute 
confidence in the stability of the currencies, and the merchants 
considered it wiser to play for safety. Above all, the currencies of 
the majority of countries were not absolutely stable in terms of gold 
currencies. For one thing, the greater part of the world was on a 
silver basis. A number of countries in Latin America, and Southern 
and Eastern Europe, had in practice or in law an inconvertible paper 
currency. From the British angle the pre-war period seemed to be 
one of absolute monetary stabihty . But a closer examination of 
the financial history of the last few pre-war decades, or even of the 
last few pre-war years only, reveals that absolute stability was 
confined to a relatively smaU number of countries. Thus even in 
pre-war days there was a genuine need for Forward Exchange 
facilities for a large part of world trade. 

(3) ARBITRAGE TBAKSAGTIONS 

In addition to Forward Exchange transactions arising from 
trade, a large volume of such transactions arose from stock arbi- 
trage. That branch of financial activity reached a very high stage 
of development during the last few years before 1914 ; indeed, it 
has never recovered its pre-war importance, not even during the 
period of post-war stability between 1925 and 1931. And as the 
margins in stock arbitrage operations were narrow, arbitrageurs 
made it a rule to cover, unless, in the case of stable currencies, the 
exchange rate was in the vicinity of gold point. This same rule 
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determined whether or not funds used in interest arbitrage should 
be covered. The decision whether or not to cover in interest 
arbitrage between the half-dozen centres which were de jure or de 
facto on a gold basis was a matter of simple arithmetic. If the 
possible depreciation within the gold points of the currency of the 
receiving centre was smaller than the discrepancy between the dis- 
count rate of the receiving centre and the sending centre, then there 
was no need to cover. If the possible depreciation was wider, then 
it was a matter of opinion whether it was worth while to take the 
limited risk involved.^ Indeed, a leading pre-war authority on 
exchanges, E. N. Weill, elaborated a whole theory of international 
solidarity ” of money markets ^ based on the assumption that 
the exchange risk in interest arbitrage was left uncovered, and 
that the maximum of discrepancies between interest rates in two 
centres with stable currencies was determined by the maximum 
difference between the actual exchange rates and their respective 
gold points. In practice, however, funds employed in interest 
arbitrage were very often covered, not merely because the exchange 
risk exceeded the discrepancy between interest rates, but also 
because it was often profitable to cover the exchange risk. In 
currencies such as the Austro-Hungarian krone or the rouble, where 
there was always a shadow of doubt about their stability, the 
exchange risk was practically always covered in connection with 
interest arbitrage operations, even if the exchanges were at gold 
export point. 

During the last few years before the war there was a highly 
developed modern Forward Exchange market in several continental 
centres, and also in the United States. Writing in 1911, F. Escher ^ 
remarks that Forward Exchange was ''a vital factor in modern 
methods of transacting Foreign Exchange business Indeed, it 
appears that on the pre-war Forward Exchange markets abroad 
the transactions were almost as manifold in their types as they are 
on the post-war markets. 

^ The fact that the spread between gold points determines the maximum dis- 
crepancy between interest rates in two centres was already recognised by Goschen 
in The Theory of the Foreign Exchanges (London, IZS-14:Z. 

^ E. N. Weill, Die Solidaritdt der Geldmdrlcte (Frankfurt, 1903). He only re- 
ferred quite casually to the possibility of covering the exchange risk, emphasising 
that the existence of that possibility did not affect his theory. 

^ F. Escher, Elemeyits of Foreign Exchange (Now York, 1911), p. 105. 



60 


EVOLUTION OF FORWARD EXCHANGE SYSTEM paet ii 


( 4 ) DEVELOPMENT OE THE LONDON MABKBT 

Wliat part did London play in the pre-war Forward Exchange 
activity ? We saw in the last chapter that sterling w^as by far the 
most important object of Forw^ard Exchange transactions. Not- 
withstanding this, the development of the London Forward Ex- 
change market was a slow process. For a long time buying and 
selling orders in forward sterling in the various markets were either 
married ” locally or between the various markets without touch- 
ing London to any material extent. It was only towards the end 
of the nineteenth century and during the early years of this century 
that a Foreign Exchange market of any size developed in London. 
Its importance w^as small compared with the Foreign Exchange 
markets of New York and the leading continental centres. Gradu- 
ally it began to deal in Forward Exchanges, at first largely in the 
form of international exchange arbitrage transactions, with the 
London market acting as intermediary between tw^o foreign centres. 
It was only later that Forward Exchange business began actually to 
originate in Great Britain, not so much in connection with trade 
— w^hich was largely conducted on a sterling basis — as with stock 
arbitrage and interest arbitrage. There was also a limited amount 
of speculation in London within gold points. Seasonal influences 
in dollars, Eastern exchanges and in certain continental exchanges 
such as Swiss francs, were anticipated by such speculative operations. 

Forward Exchange business, like Foreign Exchange business in 
general, was at first handled entirely by foreign branches in London 
and by a small number of private banliing firms. It was only later 
that some of the joint stock banks began to take an interest in 
forward dealings. Such dealings at first presented a rather difficult 
book-keeping problem to the banks ; they did not know how to 
treat forward commitments, and at the beginning they merely 
placed them on record without entering them in their ledgers. 

Gradually the range of the London Forward Exchange market 
was extended, both in regard to the volume of business and the 
types of transactions. On the eve of the war every type of forward 
business that was practised on the continent was also practised 
by London, even though the business was largely in the hands of 
the London branches of continental banks. At the outbreak of 
the war there was a fair volume of forward contracts outstanding 
between London and Germany ; these contracts were duly exe- 
cuted after the conclusion of the war. 
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(5) FORWARD EXCHANGE DURING THE WAR 

Information about the development of the Forward Exchange 
market during the war is highly inadequate. In London, certainly, 
very little business was done. Interest arbitrage and stock arbitrage 
w^ere reduced to a minimum. After the wide fluctuations of the 
first months of the war, the principal exchanges were pegged until 
after the Armistice, so that there was little scope for forward 
operations. There was a certain amount of Forward Exchange 
business in commercial and financial dealings with neutral centres. 
In the United States, exporters sold their sterling bills to their banks 
for forward delivery at a relatively big discount. The banks found 
it difficult to cover their risk in the existing circumstances, and 
had to rely on the maintenance of the peg duly promised by 
authoritative British quarters. In the Latin- American market, 
especially in Chile, dealings in forward sterling bills continued, the 
rates going to a heavy discount. In the European neutral centres 
there was a Forward Exchange market both in Allied and in Central 
European currencies. The rates were influenced by the military 
and political situation and by the outlook for peace and victory, 
rather than by commercial and financial factors. 

On the whole, it is correct to say that during the war the highly 
involved and delicate organisation of the Forward Exchange 
market, built up before 1914, broke down. In most belligerent 
countries the existing exchange restrictions prevented banks from 
operating in Forward Exchange. In Austria, for instance, the 
Vienna Bourse, where most of the Forward Exchange transactions 
were carried on before the war, was closed down, and the Austro- 
Hungarian bank suspended its highly skilled forward operations. 
The suspension of the system in Central Europe was so complete 
that even in Germany, where the banks were past-masters in Forward 
Exchange dealing, it became necessary to re-discover ’’ the system 
during the fluctuations that followed the conclusion of the war. 
Instead of resuming where they left off in August 1914, several 
Berlin banks began to experiment with a system whereby they 
granted their clients facilities for covering the exchange risk against 
the payment of a kind of insurance premium.^ It was only later 
that Forward Exchange rates proper began to be quoted. Forward 
Exchange was re-discovered in a similar way in other countries also, 


^ J» Vogel, Das Devisentermingeschdft (Berlin, 1927), p. 7. 
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wliicli probably largely accounts for the growth of the belief that 
such dealings were wholly a post-war development. 


(6) STABTING AFRESH AFTER THE WAR 

Indeed, in most parts of the world Forward Exchange after the 
war was treated as something new and experimental. This was 
partly because in every country many people, academic and prac- 
tical, who did not know about the existence of a Forward Exchange 
market before the war, began to take an interest in the subject. 
Partly, too, it was attributable to the fact that the volume of 
business which had to be handled by the revived Forward Ex- 
change market was incomparably larger than before the w^ar, and 
to the fact that the speculative activity that began after the war 
was something new in the experience of the post-war generation. 
It was necessary in most centres to learn the technique of Forward 
Exchange afresL Experiments were carried out in various markets 
to determine the best methods of dealing in Forward Exchanges. 
For instance, Amsterdam, Antwerp and Paris established special 
clearing-houses to deal with Forward Exchange transactions, on the 
assumption that they were something fundamentally different from 
spot exchange transactions. In New York some banks experi- 
mented with quotations for put and caU ” contracts in Forward 
Exchange/ though the practice was abandoned very soon. 

In London, too, Forward Exchange was at first regarded as 
something of a novelty. Banks advertised in newspapers : “ For- 
ward Exchange Transacted ' ’.2 Various customs unknown before 
the war were adopted. For instance, imitating the continental 
centres, London after the war began to deal in Forward Exchange 
for end-of-month delivery, instead of dealing for delivery in a given 
number of calendar months. While in continental centres the 
wLole economic and financial life is based on the '' Ultimo ’’ settle- 
ment, so that it was natural that forward rates should also be 
quoted accordingly, in the London and New York financial markets 
the last working day of the month has meant very little as a 
rule, and there was thus no need to adopt a practice similar to that 
adopted in continental centres. It was not until about the end of 

^ E. H. Lever, Foreign Exchange from the Investors Point of View (London, 
1925), p. 96, 

^ T. E. Gregory, Foreign Exchange — before, during and after the War (London, 
1921), p. 51. 
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1921 that the London Forward Exchange market emancipated itself 
from this continental influence, and changed over to quotations in 
calendar months. Needless to say, whenever the continental centres 
insisted upon quotations for Ultimo— such as, for instance, in the 
case of the large transactions carried out by the Italian Finance 
Ministry under Count Volpi — it was possible to make a price in 
London ; but the general rule was to deal for calendar months. 


(7) banks’ reluctance to deal eorwarp 

In London and in other centres, the development of an active 
Forward Exchange market at first encountered much resistance on 
the ground that it was essentially speculative. Many banks of the 
more conservative type would not have taken it up but for the 
insistent demands of their commercial clients for facilities for 
covering their exchange risks. Confronted with the danger of losing 
their customers to more enterprising banks, they reluctantly con- 
sented to buy and sell Forward Exchange for commercial customers. 
Of course, they sought to cover the exchange risk thus assumed 
by operations in the spot market. To that end, banks all over 
the world opened foreign cmTency accounts with, one another, 
and arranged mutual overdraft facilities. They were thereby 
enabled to cover a forward purchase of foreign currencies from their 
customers by means of selling a corresponding amount of their 
foreign balances or, if the balances should be exhausted, by over- 
drawing their accounts in the currencies concerned and selling the 
proceeds. Forward sales of foreign currency to their customers 
w’^ere largely covered by increasing the balance or reducing the 
overdraft in that currency. It was found, however, that there was 
no need for resorting to this method to any large extent, except 
temporarily, pending the adjustment of commitments. A large 
number of buying and selling orders were married ” within the same 
bank— apart from the difference between their respective maturity 
dates— while a considerable part of them were covered by means of 
Forward Exchange transactions between banks. This method was 
found more convenient than running up a big overdraft or accumu- 
lating a big balance in foreign centres. In banking circles, at any 
rate, prejudice against forward dealing soon vanished. 

In official and political circles and in certain sections of the 
Press, opposition to Forward Exchange continued for a long time. 
Much emphasis was laid upon the essentially speculative character 



64 EVOLUTION OF FORWARD EXCHANGE SYSTEM paet ii 

of the market. Even after the resolutions of the Brussels and Genoa 
Conferences, in favour of a free, active and officiaUy stimulated 
Forward Exchange market, this opposition continued. 

Having gradually passed through its “ second childhood , the 
Forward Exchange market settled down to a system which was 
broadly identical with that which prevailed during the last pre-war 
years. The difference was largely one of degree. The volume of 
commercial and speculative dealing was much greater, and the 
volume of deahng connected with stock arbitrage much smaller than 
it had been before the war. Forward dealing in bills, which had 
begun to dimmish long before the war, continued to decline in 
importance, while forward deahng in notes, which in some centres 
remained fairly important until the outbreak of the w^ar, disappeared 
almost completely. The Forward Exchange market in the modern 
sense of the term was confined almost entirely to transfers. 



CHAPTER VIII 


■ THE FORWARD EXCHANGE MARKET 
DURING CURRENCY CHAOS AND STABILITY 

(1) NEED FOR FORWARD EXCHANGE FACILITIES 
AFTER THE WAR 

Having traced the re-emergence of a Forward Exchange market 
after the war, we now come to a period upon which much more 
concrete information is available than was obtainable upon the 
early periods. From about 1921 onwards there are records of 
regular quotations of forward rates, which enable us to analyse the 
movements and to explain the tendencies which they reveal. Such 
an analysis, however, is best deferred, as we have already explained, 
until after we have discussed the theory of Foiward Exchange 
movements. We propose, therefore, to confine ourselves in this 
chapter, as in the earlier chapters, to a description of the general 
evolution of the Forward Exchange market, without going into the 
technical details of the actual movements. A historical account of 
the post-war fluctuations of forward rates will be found in Chapters 
XXVIII to XXXIII, in which the actual trends of the various 
exchanges will be examined in the light of the theoretical conclusions 
arrived at in Chapters XVIII to XXVII. Meanwhile we shall refer 
to the actual rate trends only in so far as is necessary to indicate 
the development of the system as a whole. 

It may be said that, by about 1921-22, a modern Forward 
Exchange market had been established in every financial centre. 
Every bank of standing willingly undertook Forward Exchange 
operations. There w’-as, indeed, every need for a wide Forward 
Exchange market. During the pre-war years such a market — at 
any rate in the countries of Western Europe — existed mainly for 
the convenience of financiers engaged in some form of arbitrage. 
By contrast, after the war the general currency chaos made a 
forward market a vital necessity for trade itself. Fluctuations 
in exchanges became so wide that it would have been sheer 

65 B* 



66 


EVOLUTION OF FORWARD EXCHANGE SYSTEM i?ajeit ii 


gambling for merchants to buy or sell in terms of foreign currencies 
without covering the exchange risk. Every merchant preferred, of 
course, to deal in his own currency, but since the party in the 
weaker bargaining position had to give way, it became essential 
that he should have the means of covering the exchange risk. 

(2) COVERING OF EXCHANGE RISK ESSENTIAL 

Even British exporters could no longer afford to keep aloof from 
the Forward Exchange market, for the pound was no longer the 
universal means of payment in international trade. To a large 
extent it was replaced by the dollar. Moreover, many foreign 
importers successfully insisted upon dealing in their own national 
currencies. And sterling itself was no longer sufficiently stable to 
obviate the necessity for covering the exchange risk. It maybe 
said that, between 1919 and 1925, practically every currency 
fluctuated widely in terms of every other currency. Consequently, 
it was necessary and advisable for one of the parties to cover in 
practically every transaction in foreign trade. There was, indeed, 
a very large commercial turnover in the Forward Exchange markets. 

The covering of the exchange risk was especially important in 
countries such as Germany, where the currency was subject to 
particularly wide fluctuations. To assist exporters, the Reichsbank 
soon after the war undertook to secure them against exchange 
risk by means of special arrangements ; details of these will be 
discussed in the chapters dealing with the Forward Exchange 
operations of Central Banks. The German banks, too, were not 
slow to develop an efficient organisation for the benefit of merchants 
anxious to cover their exchange risk. In Germany, as in other 
oountries, genuine commercial requirements provided a solid 
foundation and an unquestionable raison d'etre for the Forward 
Exchange market. 

(3) SPECULATION AND ARBITRAGE 

Commercial operations did not, however, provide the bulk of 
the market activity. There was a great deal of business in Forw’^ard 
Exchange through interest arbitrage, and especially through specu- 
lation. As we pointed out in Chapter VI, before the war the funds 
engaged in interest arbitrage w^ere to a large extent uncovered, for 
in many instances the risk of a depreciation of the exchange within 



CHAP. VIII 


CURRENCY CHAOS AND STABILITY 


67 


the gold points was , smaller than the difiereiice between interest 
rates in the two centres concerned. After the war, however, since 
the gold points had ceased to operate, there was no limit to the 
risk involved in uncovered interest arbitrage. Consequently, the 
practice of leaving arbitrage funds uncovered was discontinued 
entirely. This does not, of course, mean that every balance abroad 
was covered. On the contrary, huge amounts of refugee money 
and foreign exchange reserves were accumulated in the centres 
whose currencies were relatively stable, and the very nature of 
these balances demanded that they should be left uncovered. But 
no bank transferred any funds merely for the sake of the higher 
interest rate without covering the exchange risk. After all, the 
depreciation of the exchange could in five minutes wipe out a three- 
months’ difference in interest rates. 

There was another reason why interest arbitrageurs after the 
war systematically covered the exchange risk. In many instances 
it was highly profitable to do so. The unusually vide premium 
on forward rates at times yielded abnormally large profits on 
interest arbitrage with the exchange rate covered. It was often 
profitable to invest funds in a market whose forward exchange was 
at a big premium, irrespective of the interest obtainable, for the 
forward sale of the currencies in question secured a handsome 
margin in favour of the operator. As Mr. Keynes pointed out,^ 
there was an occasion in 1920 when a seller of spot dollars could 
earn 6 per cent per annum, in addition to the interest received in 
London, by converting his dollars into sterling while selling the 
sterling forward for reconversion into dollars in a month’s time ; 
and in February 1921 a purchase of spot lire against a sale of forward 
lire for one month would have yielded over 25 per cent per annuni, 
in addition to the interest rate obtained in Milan. 

(4) MISGUIDED CRITICISM OF FORWARD OPERATIONS 

The main reason for these abnormal margins — which persisted in 
some currencies for quite a long time — was the widespread feeling 
of optimism that set in after the war regarding the future of the 
depreciated currencies. It was generally taken for granted that 
not only sterling, but the franc and the lira, even the German mark, 
would eventually return to their Purchasing Power Parities, and 
even to their pre-war Mint parities. Speculative anticipation of 
^ A Tract on Moneta/ry Reform^ p. 130. 
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the rise of these currencies resulted in a' persistent premium on 
forward sterling against dollars, and in a premium on the forward 
lira, mark, etc,, against both sterling and the dollar. Ample 
opportunities were thus afforded for highly profitable interest 
arbitrage with the exchange risk covered. Such operations pro- 
vided a much larger percentage of the non-commercial Forward 
Exchange turnover during the years of the post-war currency 
chaos than was realised at the time. Indeed, ignorant politicians, 
Government officials and journalists denounced these transactions 
as speculative, even though they represented pure arbitrage, and 
in spite of the obvious fact that they tended to correct the excesses 
of speculation. 

M. Jean Casamajor ^ quotes as a characteristic instance the 
ignorance of the Belgian authorities about the real nature of such 
swap operations. In December 1922 five brokers were arrested in 
Antwerp and charged with bear speculation against the Belgian 
franc in association with the Amsterdam banking firm of H. Albert 
de Bary & Co. That bank, acting partly on account of others, had 
been engaged in swap operations in Belgian francs since 1920. 
Owing to the premium on forward francs, it was profitable to invest 
funds in Belgium with the exchange risk covered through the sale 
of forward Belgian francs. Evidently, these transactions tended 
to support the Belgian franc, for they caused a buying pressure on 
the spot exchange ; it is true that at the same time they caused a 
selling pressure on the Forward Exchange, but since in any case the 
forward rate was at an abnormal premium, there was no harm in 
this. In spite of this, the Belgian authorities instituted legal pro- 
ceedings against the Dutch firm, seized its balances in Belgium, and 
placed the brokers operating on their behalf under arrest. This 
action of the Government was universally condemned in the 
Press. ^ 

Admittedly the Forward Exchange markets witnessed a large 
volume of operations of an unquestionably speculative nature. 
But during the first three years of the post-war chaos, at any rate, 
these operations tended to support the depreciated currencies in- 
stead of attacking them. And since the speculators, with the 
exception of the bulls in sterling, proved to be wrong in the long 

^ Jean Casamajor, Le Marohd & terme des changes en France^ 2ncl edn. (Paris, 
1925), pp. 114-117. 

2 The Times^ among others, commented upon it in strong terms in its December 
16, 1922, issue. Among the Belgian newspapers, Le Neptu?ie of Antwerp dealt 
extensively with the case in its December 17, 1922, issue, and in subsequent issues. 
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run, they paid the penalty for their sins What is more im- 
portant than any moralisation for or against speculators, the 
speculative support given to the depreciated European currencies 
by bulls operating in the Forward Exchange market largely contri- 
buted to the development of the custom of covering exchange risk 
in foreign trade. British importers, having a dollar risk to cover, 
could do so at an actual profit to themselves, and so could British 
exporters to Germany, Italy, Belgium, etc. There was, of course, 
the other side of the picture, since British exporters to the United 
States and importers from Germany, Italy or Belgium found covering 
very costly. In spite of this, the existence of substantial forward 
premiums during the first post-war years must have contributed 
to no slight extent to making merchants Forward Exchange- 
conscious. 


(5) PROFESSIONAL V. AMATEUR SPECULATORS 

In his classic chapter on Forward Exchange,^ Mr. Keynes 
states that, during the first period of the post-war chaos which his 
book covered, speculative operations in the Forward Exchange 
market were largely done by professional speculators, while 
amateurs confined their activities to spot exchanges. This was 
substantially correct at the time when he ivrote his book (in 1922), 
but a wave of non-professional speculation developed in Forward 
Exchanges during 1923, and reached its climax in 1924. The 
existence of such facilities was gradually realised by the general 
public, and the Forward Market attracted many thousands of 
gamblers in every country. While the leading banlvs in most 
centres confined their operations to the execution of orders, specu- 
lative or otherwise, for their own regular clients, in no centre was 
there any difficulty in finding a bank which was willing to operate 
in Forward Exchanges on behalf of anyone who was prepared to 
leave an adequate deposit to cover the margin of probable fluctua- 
tions. These operations were focussed for the most part on the 
French franc, and will be discussed in detail in Chapter XXX. 
They raised the turnover in Forward Exchanges to a level never 
attained before or since. They also showed that in given circum- 
stances excessive speculation in Forward Exchanges can be highly 
damaging, just as the experience of the earlier post-war years 
showed that speculation in Forward Exchanges is not necessarily 
damaging. 


A Tract on Monetary Iteform, p. 132. 
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(6) WHY FORWARD EXCHANGE SDRVIVED STABILISATION 

ThroHghoTit the post-war currency chaos it was widely believed 
that the Forward Exchange market, like other emergency devices 
such as exchange restrictions or Government intervention in the 
Foreign Exchange market, was bound to disappear as soon as 
normal and stable conditions were restored. Those who held this 
view did not realise (a) that restoration of normal conditions would 
not necessarily mean restoration of pre-war conditions, and (b) that 
even before the war there had been a moderately active Forward 
Exchange market. In fact, the market remained in existence 
during the period of post-war stability between 1925 and 1931, 
and its volume of turnover, though much smaller than during the 
currenc}?' chaos, was probably much larger than it had been be- 
fore the war. This was due to several circumstances : 

L All currencies were not stabilised in 1925. It was not until 
1928 that the franc was legally linked to gold, while the 
peseta continued to fluctuate until 1931. The volume of 
speculative forward dealing, which was small during the 
decade before the war, therefore remained relatively large. 

2. Confidence in the stability of currencies was not so well- 
established as before the war, and gold points were not relied 
upon to the same extent as the extreme limits of possible 
exchange movements. When on various occasions sterling 
or the mark declined to gold export point, this did not 
necessarily remove the desire for covering the risk of further 
depreciation. 

3. Having formed the habit of covering their exchange risks, 
many merchants continued to do so whenever the forward 
operation involved was profitable for them, or at any rate 
whenever it was not costly. 

4. A practice of borrowing abroad by means of swap operations 
developed dining the years that followed the stabilisation of 
the currencies of countries which were depleted of capital 
resources. In particular the countries of Central Europe and 
Brazil developed this practice to a high degree. 

5. The development of long-distance telephone communications 
stimulated international exchange arbitrage, a large part of 
which was done in Forward Exchanges. There was also a 
fair amount of interest arbitrage, stock arbitrage — ^though not 
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as much as before the war — and bullion arbitrage with the 
exchange risk covered. 

6. During the period of great activity in Forward Exchanges, 
most banks established large Foreign Exchange departments 
which, being anxious to justify their existence after the 
stabilisation of currencies, did their utmost to create business 
for themselves. 

7. Short-term borrowing abroad increased considerably com- 
pared with its pre-war volume, and the extent to which the 
credits were covered was probably also larger. 

8. The banl^s adopted the habit of keeping many foreign cur- 
rency accounts for their Foreign Exchange requirements, 
and the balances were as a rule covered. 

(7) rORWAED EXCHANGE DURING POST-WAR STABILITY PERIOD 

The experience of the period of stability has conclusively proved 
that the system of Forward Exchange can fulfil a useful role even 
amidst stable monetary conditions. The fact that it survived the 
exchange fluctuations shows that it had become an integral part 
of the international monetary system. Indeed, it was really during 
the period of stability that the Forward Exchange system came 
to be a permanent institution in international finance. Its tech- 
nique became finer, for, after the abnormally wide margins existing 
during the period of fluctuations, dealers had to get accustomed to 
operating with fractional margins. 

During the period of exchange fluctuations the main significance 
of the Forward Exchange system was that its facilities enabled 
legitimate trade to avoid exchange risk to a large degree. During 
the period of stability, its main significance was that it secured an 
international flow of funds to countries whose currencies did not 
enjoy confidence. During the years that followed the stabilisation 
of the Central European currencies, it was the existence of Forward 
Exchange facilities that made it possible for impoverished countries 
to attract a certain amount of short-term loans. Otherwise foreign 
lenders would not have dared to lend in terms of the weak cur- 
rencies, -while borrowers would not have dared to borrow in terms 
of the strong currencies. 

The opposition to Forward Exchange dealings as a means for 
speculation, which was very strong during the period of currency 
chaos, disappeared almost entirely after 1926, when speculation 
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on a large scale became confined to one or two minor currencies. 
From time to time there was a certain amount of bear speculation 
in reichsmarks and also in sterling, the rupee and other currencies, 
and between 1926 and 1928 there was a great deal of bull specula- 
tion in forward francs. But, even though these operations may 
have been inconvenient, they did not cause grave embarrassment, 
and in any case a certain amount of speculative operations was re- 
garded as a matter of course. The strong defence of the system of 
Forward Exchange by Mr. Keynes also did much to influence 
expert opinion in its favour ; and, by the end of the stabilisation 
period, the Forward Exchange system had come to be accepted as 
an integral and normal part of the Foreign Exchange mechanism. 



CHAPTER IX 


THE FORWARD EXCHANGE MARKET AFTER 1931 

(1) EFFECT OF THE BANKING CRISIS 

The crisis of 1931 put the Forward Exchange system under a very 
severe test. The Austrian banking crisis undermined confidence in 
the stability of a number of currencies, and there was a sharp re- 
vival of demand for Forward Exchange facilities even before the 
actual collapse of sterling. The suspension of the gold standard by 
Great Britain and a number of other countries towards the end of 
1931 caused a return to chaotic monetary conditions similar to 
those of the first few post-war years. This, however, would not in 
itself have impaired the efficiency of the Forward Exchange system. 
After all, the development of the market, as we have seen, had 
been largely assisted by the wild fluctuation of the exchanges after 
the war. But there was a vital difference between the conditions 
prevailing before 1925 or 1926 and those that followed the sus- 
pension of the gold standard : during the period of post-war chaos 
the banking s^/stem remained more or less intact, but in 1931 a 
grave banking crisis coincided with the monetary crisis. 

But confidence in the banking system, as we showed in Chapter 
IV, was one of the basic conditions of the development of a Forward 
Exchange market. A breakdown of that confidence inevitably leads 
to the breakdown of the Forward Exchange market. From the 
time when the modern Forward Exchange system first developed, 
there was no major banking crisis until 1931. Never before had 
there been any experience of the effect of such a crisis upon a highly 
developed Forward Exchange market. There had, it is true, been a 
few minor breakdowns in the smooth working of the system. In- 
deed, considering its sensitiveness, it is surprising that breakdowns 
had not occurred more frequently. Between the ultimate buyer 
and the ultimate seller there is usually a long chain of intermediary 
deals and, as a practical writer rightly pointed oiit,^ the chain of 

^ H. W. Philips, Modem Foreign Exchange and Foreign Banking (London, 1926), 
p. 139. 
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Forward Exchange transactions is as weak as the weakest of its 
Irnks. Notwithstanding this, the breakdown in Forward Exchange 
facilities usually occurred not through defaults on the part of dealers, 
but through Government restrictions. For instance, in 1923 the 
German Government prohibited forward transactions except be- 
tween two foreign currencies with the exclusion of the mark.^ In 
1924 the French Governments measures to restrict the granting of 
overdrafts to foreign borrowers, and the '' bear squeeze ” that 
followed, resulted in a number of defaults on Forward Exchange 
commitments. The same kind of Forward Exchange crisis was 
repeated in 1926 after the second Poincare bear squeeze. Again in 
1930 the Banco do Brasil had to consolidate its accumulated For- 
ward Exchange commitments through an external credit trans- 
action. All these were local breakdowns affecting one particular 
currency at a time. In 1931, however, the whole of the Forward 
Exchange market came very near the point of a general breakdown. 

(2) THE CRISIS OF REICHSMARK AND STERLING 

The events that led to this crisis within the general financial 
crisis are too well known to require repetition in detail. The Credit- 
anstalt suspension led at once to a general run on Central European 
currencies, accompanied by speculative forward selling. Forward 
reichsmarks went to a big discount, even though the spot reichs- 
mark was at gold export point. The quotations were of course 
purely nominal. Sellers were prepared to accept a rate far under 
gold export point, on the assumption that by the time the forward 
contracts matured the reichsmark would have depreciated. Out- 
standing forward commitments in reichsmarks were considerable, 
so that when in July the German Government introduced a general 
moratorium on external payments the Foreign Exchange market 
was faced with an embarrassing situation. A large part of the 
commitments was, however, liquidated, thanks to the privileged 
treatment given by the German authorities to balances on Foreign 
Exchange accounts. 

The really grave crisis in the Forward Exchange market came 
after the suspension of the gold standard in Great Britain. The 
depreciation of sterling inflicted heavy losses upon merchants all 
over the world, and from September 1931 every merchant sought 
to cover the exchange risk. After the war the demand for such 
^ J. Vogel, Das Devisentermmgeschaftf jyp. 2 and 55. 
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facilities had developed gradually ; but in 1931 it arose almost 
overnight. Simultaneously, there was a huge demand for Forward 
Exchange facilities for speculation, and holders of uncovered time 
deposits and securities in every currency also endeavoured to secure 
cover. The demand for Forward Exchange facilities suddenly rose 
to a multiple of the figure which had been customary during the 
period of stability. In the previous period of instability — ^in 1924 
or thereabouts — the banks had found no difficulty in coping with 
such a demand. In 1931, however, a sharp contraction in the 
volume of available facilities coincided with the sudden increase in 
the demand. 


(3) WAVE OE DISTRUST 

The crisis of the Creditanstalt, which until the fateful announce- 
ment of May 1931 had been generally regarded as the model of 
sound banldng, dealt a severe blow at public confidence in banks in 
general. This was followed by a series of fresh shocks in the form 
of banli: suspensions in Central Europe and elsewhere, the most 
severe of which was the suspension of the Darmstadter- und National- 
bank. A world-wide wave of distrust of banJis developed. Indeed, 
there was hardly any name which was not subject to anxious 
inquiries at some time or other in 1931. Fears that banking 
difficulties in London would ensue from the Central European 
crisis were at least as much to blame for the flight from the pound 
as were fears of a depreciation of sterling. At the same time the 
sudden withdrawal of French official deposits from New York gave 
rise to anxiety about the position of some of even the strongest 
American institutions. Whether or not this anxiety was justified 
in the various instances, it was bound to produce a paralysing 
effect on Forward Exchange activities. 

It is often pointed out that the risk involved in taking doubtful 
names for Forward Exchange transactions is limited to the possible 
range of the exchange rates during the currency of the forward 
contracts. In normal conditions that risk may be negligible ; but 
in 1931 it was impossible to foresee the degree of the depreciation 
of the various currencies. Moreover, at a time when almost any 
country might impose exchange restrictions or moratoria, the risk 
of non-delivery of a currency under a forward contract is vastly 
greater than the risk of a normal exchange difference. Conceivably, 
the default on the part of a bank in delivering the exchange it had 
sold forward might prove highly embarrassing to the buyer who, in 
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turn, might be unable to fulfil his own liabilities except at a very 
heavy loss. 


(4) what’s IN A NAME ? 

It is no wonder, then, that during an uncertain period such as 
1931 the dealers scrutinised with particular care the names they 
w^'ere asked to take for forward contracts. In many instances their 
distrust was grossly excessive. Admittedly it is easy to criticise 
by jobbing backward, but even at the time it seemed absurd that 
American banks should have established a standing rule to take no 
other London name than those of the clearing banks. As a result 
of such excessive distrust, many banlis in London and abroad were 
practically excluded from the Forward Exchange market. This 
did not mean that the remaining banks were able to do more 
business, for the Foreign Exchange departments always have strict 
instructions not to take any name for forward dealing beyond a 
certain limit. Playing for safety, banli managements in 1931 were 
inclined to reduce the limits rather than to increase them, even for 
the best names. The possible limit of total forward transactions 
was thus very drastically reduced. While the leading banks were 
able to satisfy the requirements of their most valued commercial 
customers, many merchants were unable to secure the facilities 
they so urgently needed. The Forward Exchange system failed 
the commercial community precisely at the time w’^hen its assistance 
was most necessary. 

Had the wave of distrust in the banking world continued for 
long, it wmuld inevitably have accentuated considerably the con- 
traction of the volume of international trade. As it was, many 
business deals had to be abandoned owing to the difficulty of cover- 
ing the exchange risk. From the end of 1931 onward there was, 
however, a revival of confidence. The international banking crisis 
passed its climax. Even though there were banliing crises in many 
countries during 1932 and 1933, the wave of distrust that paralysed 
the Forward Exchange market towards the end of 1931 never 
returned to the same degree. The nearest approach to the distrust 
of 1931 occurred during the American banldng crisis early in 1933. 
Owing to the wholesale failure of banks in the United States, 
banks became reluctant to take almost any American name. 
And the dealers of those leading London financial houses whose 
names had been refused by the big American banks in 1931 derived 
no slight satisfaction from being able to return the compliment 
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eighteen months later. But even the leading American banks were 
reluctant to take one another’s names for forward transactions, and 
the story goes that the London branch of one leading New York 
institution refused the name of its own head office. As, however, 
the crisis was confined to American banldng, it did not materially 
affect the efficiency of the Forward Exchange market outside 
New York, or in currencies other than the dollar. In the Forward 
Exchange market there was no comparison between the reper- 
cussions of this crisis and those of the deadlock of 1931, though the 
fate of the huge volume of contracts during the enforced “ Bank 
Holiday” in the United States in March 1933 was a matter of 
much concern for a few days. 


(5) RESUMPTION OP NORMAL ACTIVITY 

To some extent, the deadlock was overcome by adopting the 
practice of quoting different rates for different classes of names. 
This was not altogether an innovation, but after 1931 it became 
much more prevalent, especially during the spasms of feverish 
activity in Forward Exchange that accompanied wide movements 
in sterling or dollars or the attacks on the various gold currencies. 
In the course of time it had become evident, however, that the 
weak units in the banking system had all disappeared, and most of 
the banks which survived were worth trusting. Apart from this, 
it had become possible to form a vague idea of the extent of the 
possible depreciation of various currencies. Gradually, most banks 
re-entered the Forward Exchange market, though there still 
remains a higher degree of discrimination between names than 
there was at any time before 1931. 

From April 1933 onwards, it can be said that the Forward Ex- 
change market has functioned smoothly. From time to time, em- 
barrassing situations have arisen in consequence of the imposition 
of exchange restrictions by one country or another. For instance, 
the blocking of lira balances in 1935 necessitated compensation 
arrangements by which the outstanding forward contracts were 
gradually liquidated; and the forward market in lire ceased to 
exist. Again, the Spanish civil war in 1936 led to a deadlock in 
the peseta market. But apart from such episodes — which left the 
major currencies unaffected — the system has been able to provide 
all the facilities that were required for short-term commercial re- 
quirements. These requirements themselves tended to decline in 
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1935, as a result of the temporary stabilisation of the dollar and 
the relative stability of sterling d 


(6) COVERING EXCHANGE RISKS 

During the years that followed the crisis of 1931 there was an 
increase in the practice of covering the exchange risk on foreign 
balances. In this respect the situation somewhat resembled 
that current before the stabilisation of currencies. Interest 
arbitrage with uncovered exchange again became unpopular, even 
between countries with gold currencies. Speculative pressure on 
various Forward Exchanges again resulted in discrepancies that 
made swap operations abnormally profitable. Once more, these 
abnormal discrepancies were not exploited to their full extent by 
the banks, owing to the fact that the resources they were able or 
willing to use for that purpose were not by any means unlimited. 
In the case of the French franc, the profit on selling spot francs and 
buying them back for forward delivery attained fantastic pro- 
portions at times, because of the limited supply of francs available 
for interest arbitrage in possession of foreign holders or of French 
banks. 

Another important source of activity in Forward Exchange 
since 1931 has been the development of the practice of covering 
capital invested in foreign countries, whether in the form of security 
holdings, real property, working capital of^ subsidiary companies, 
or commodity stocks. The hedging against the risk of the de- 
preciation of these assets through a fall of the exchange has resulted 
in a constant non-speculative bear position in the vulnerable 
currencies, and this position is usually renewed every three months. 
In some instances the hedge is removed and restored from time to 
time, according to the prospects of the exchange concerned. Until 
the middle of 1935, a large part of the hedging was carried out by 
means of forward transactions in gold. This practice — ^wliioh in a 
way provided rival facilities to those of the Forward Exchange 
market — ^was an innovation produced almost entirely by the crisis. 
In July, 1935, an embargo was placed on speculative forward dealing 
in gold in London, and although this unofficial restriction did not 

^ Mr. McKenna, addressing the shareholders of the Midland Bank on J anuary 28, 
1936, remarked that . Forward Exchange contracts outstanding are very 
much lower on the year ; this is due partly to the somewhat more stable exchange 
rates operating during 1935, and partly to greater confidence concerning the future 
of the dollar.” 
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apply to operations for legitimate hedging, the forward gold market 
contracted to such an extent as to become practically useless for 
hedging purposes. 

(7) SPECULATION APTEB 1931 

The volume of speculative Forward Exchange operations since 
1931 has not been nearly as large as it was during the early post- 
war years before the stabilisation of the currencies. In the early 
stages the limitations of forward facilities made it difficult to deal 
freely for speculative purposes. Those banks whose names were 
accepted reserved their facilities for commercial customers. Even 
subsequently, when the market became wider, the leading banlii:s 
did not encourage speculative forward operations. It was no longer 
possible for speculators to walk into any bank and open a specu- 
lative account on payment of a reasonable deposit. Nevertheless, 
at times of acute pressure on various currencies, speculators usually 
found a way to operate. Throughout this period the volume of bear 
positions was usually small in comparison with that of the flight of 
capital. But, precisely because of the relative narrowness of the 
Forward Exchange market compared with its dimension of 1924-26, 
even a comparatively moderate volume of speculative business was 
able to produce a marked effect on forward rates. In July 1935 
an unofficial embargo was placed on speculative Forward Exchange 
operations in London and some other centres, as a result of which 
their volume declined further. 

The only period during which there was a really large volume 
of speculative forward dealing noticeable was between March and 
May 1935. The movement began with the attack on the belga, and 
after the devaluation of the belga similar sweeping attacks \vere 
directed against the three remaining gold currencies in turn. Even 
then, the total volume of speculative operations was much smaller 
than is generally assumed on the basis of the movements of forward 
rates. The flight of foreign balances and national capital from the 
countries concerned was vastly more substantial than the specula- 
tive positions in the forward market. This is one of the reasons 
why the resources required for the defence of currencies have be- 
come so much larger. In 1894, when the attack on the rouble was 
purely speculative, Mendelssohn & Co. were able to rout the bears 
with the aid of £500,000. Thirty years later, when the attack on 
the franc was largely speculative, but there ^^as a fair amount of 
genuine flight of capital, M. Poincare needed resources amounting 
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to £24,000,000 to defeat the attack. In 1931, when the attack on 
the pound mainly assumed the form of a flight of foreign capital, 
the British authorities used up credits amounting to £130,000,000 
without being able to save sterling. And the defence of the franc 
in face of a wholesale flight of French capital in 1935-36 cost several 
times that amount in loss of gold. 


(8) DEVALUATION OF THE FEANG 

Even though speculation in forward francs contributed to the 
selling pressure which eventually led to the collapse of the resistance 
of the Gold Bloc, the main factor was the flight of capital. From 
the summer of 1935 onward, the volume of speculative activity in 
forward francs and other vulnerable currencies was progressively 
reduced, as a result of the unofficial embargo on speculative Forward 
Exchange transactions. Admittedly, this embargo was far from 
watertight, as we shall see in Chapter XL ; but it resulted in a con- 
siderable contraction of the forward market in francs, especially 
between June and September 1936, when the French authorities 
made special efforts to enforce it. As a result of the contraction of 
the forward market, however, the rate became sensitive to even 
comparatively small pressures, and in September 1936 the discount 
on forward francs reached a high level, even though the volume of 
speculative operations was not nearly so large as in May 1935. 

For a few days after the announcement of the devaluation of 
the franc, the absence of Foreign Exchange dealings in Paris — or 
of franc dealings in London — ^resulted in another brief deadlock in 
the Forward Exchange market. But once dealings were resumed, 
the forward rates of the devalued currencies settled down to reason- 
able figures and the Forward Exchange market recovered its normal 
appearance — presumably until the next crisis. 

(9) THE r8lE of speculation 

Admittedly, as will be explained in later chapters, speculative 
forward selling of a currency is capable of leading to a loss of gold 
by stimulating swap operations. But even allowing for this factor, 
it is safe to say that the role of speculation in the Forward Exchange 
market was not nearly as destructive during the series of crises that 
began in 1931 as it was in 1924. During the second post-war period 
of exchange fluctuations, the role played by the Forward Exchange 
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market has been overwhelmingly constructive.' Even to the extent 
to which it assisted in bringing about the fall of various currencies 
it merely acted as an instrument of fundamental tendencies which 
arose from the existence of a disequilibrium, and which made the 
position of the currencies in question untenable in the long run. 
Against this possibly adverse effect of the Forward Exchange 
system must be set the benefit which it conferred by enabling 
foreign trade to carry on in spite of vulnerable exchanges. The 
existence of facilities for covering the exchange risk during this 
period was even more important than during the period of post-war 
fluctuations. For margins of profit in practically every branch of 
trade were much lower than they had been ten years earlier, and, 
after years of depression, most merchants could ill afford to expose 
themselves to the risk of currency depreciation. 
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PRESENT ORGANISATION 
OE FORWARD EXCHANGE 




CHAPTER X 


THE ELEMENTS OE THE FORWARD EXCHANGE MARKET 

(1) NO SEPARATE FORWARD MARKET 

Having traced the evolution of the Forward Exchange market 
from its earliest days, our next task must be to describe the market 
as it exists today. In this respect, the ground is relatively well 
covered. There are a number of practical text-books on Foreign 
Exchange^ which contain more or less detailed descriptions of how 
the Forward Exchange mai'ket works. They were written by 
Foreign Exchange dealers who know a great deal more about the 
practical aspects of the subject than I can ever hope to. None the 
less I have considered it necessary to devote seven chapters to the 
present organisation of Forward Exchange because I consider that 
these writers, in spite of their superior knowledge and experience, 
have not discussed their subject in sufficient detail, and because 
they have not always examined the broader implications of their 
facts. A comprehensive survey of the system of Forward Exchange 
as it operates in practice today is an indispensable prelude to the 
study of its deeper theoretical aspects. 

The Forward Exchange market forms part of the Foreign 
Exchange market. Early attempts at organising separate Forward 
Exchange markets did not bring satisfactory results and were for 
the most part abandoned. There is, indeed, no reason for trying 
to segregate forward dealing, especially as most forw'ard transactions 
assume the form of buying and selling spot against forward. The 
volume of “ outright ” buying or selling of Forward Exchange is 
much smaller than that of the dealings in '' swaps ”, that is buying 
and selling spot against forward. 

In many centres the Foreign Exchange market is, in theory at 
any rate, an open market, which means that there is no closed 
membership as on the Stock Exchange, and Sbiijone can deal 

^ H. E. Evitt, Manual of Foreign Exchange ; H. W. Philips, Modern Foreign 
Exchange ; H. C. F. Holgate, Foreign Exchange^ etc. 

85 



86 PKESENT OEGANISATIOH OF FOBWARD EXCHAHGE pabt iii 

' provided that Ms name is taken. In this latter respect, there is a 
material difference between dealing in spot and dealing in forward. 
Admittedly, even for spot transactions the market is particular 
about names. After all, much may happen even within the two 
days which elapse before exchanges bought and sold for spot are 

, due to be delivered. But unless a bank is definite^ under a cloud, 
its name will always be taken for spot transactions up to a reasonable 
amount. It is totally different in forw-ard dealing. There the risk 
involved is considerably greater; dealers are therefore particular 
about the names they are prepared to take for forward business, 
and about the amount up to which they are prepared to take the 
various names. We have seen in the last chapter that difficulties 
about names brought the Forward Exchange market to the verge 
of breakdown towards the end of 1931. 

(2) DISABVAXTAGE OF OFFICIAL ’’ MARKET 

In some continental centres there is still an '' officiar’ Foreign 
Exchange market on the Bourse, and membership of this market 
is of course strictty limited. Even in Paris, where anyone of 
male sex can walk into the Bourse, the section dealing with 
exchange is closed to non -members. As far as London, New 
York and many other centres are concerned, the dealing takes 
place over the telephone, and the members of the market need 
never meet. Banks in the same centre deal through the inter- 
mediary of Foreign Exchange brokers, while between the various 
centres they deal direct with one another. Even in centres where 
an '' official ’’ market exists it usually operates for only a limited 
number of hours each day, and outside those hours the system of 
dealing is the same as in London or New York. As far as dealing 
in Forward Exchanges is concerned, the Anglo-Saxon system is 
generally regarded as preferable to the continental system, precisely 
because names play such an important part. It happens much 
more frequently that names are refused in forward dealing than in 
spot dealing, and a refusal can be made much more conveniently 
for both parties concerned if the negotiations take place over the 
telephone through the intermediary of a broker. Even though 
brokers act as intermediaries also on the Bourses, the refusal of a 
name is much more likely to come to the knowledge of the firm 
whose name is refused, and— what is worse — ^to the knowledge of 
the market in general, than under the system of dealing over the 
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telephone. For this reason among others, the role played by 
Foreign Exchange brokers is much more important in forward 
dealing than in spot dealing. 

(3) DEALING OE MEMBERS OE THE MARKET WITH OUTSIDE CUSTOMERS 

While in theory anybody is at liberty to deal in the market, in 
practice dealing is usually confined to a relatively small number of 
banks. Those outside the banking community are not, as a rule, 
in a position to deal in the market, and have to deal with their 
bank, even though their standing may be quite as good as that 
of the banks with whom they have to operate. Even the largest 
industrial or commercial firms, insurance companies, etc. — though 
they may possess a Foreign Exchange department of their own to 
cope with their large volume of transactions — have to make use of 
the services of a banlr for their Foreign Exchange dealing, whether 
spot or forward. 

Accordingly, in examining the organisation of the Forward Ex- 
change market, it is necessary to distinguish between twm kinds of 
transactions, namely, dealings between bankers and their customers 
who are not members of the Foreign Exchange market, and dealing 
between banks. This distinction is essential, because in the majority 
of cases the banks are not mere intermediaries, but principals, in 
their relations with their customers. This fact is not generally 
realised outside banking circles. There is a widespread belief that 
the role of banks is confined to passing on the orders of their 
customers to the market. Just as stockbrokers do. In reality, the 
role of banks in the Foreign Exchange market is somewhat similar 
to that of the jobber, not of the broker, though with the difference 
that the banks deal direct with the ultimate buyers or sellers. If 
banks acted as brokers to their customers, in practice it would mean 
that they would simply charge their customers the rates obtained 
in the market, plus or minus their own commission. As it is, they 
usually quote rates even before they know the rates at which they 
are likely to cover — except in the case of large amounts, when it is 
safer for them to cover at the moment of fixing the rate to their 
customers. The banks thus assume a greater risk than brokers, 
and are therefore entitled to a turn in excess of the usual com- 
mission. Moreover, in forward dealings, a bank also lends its name 
on its customers’ transactions, which in the case of smaller com- 
mercial or industrial firms, or of firms of secondary standing, is of 
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particular importance. In this respect, banks play the same role 
as they do when granting acceptance credits. For this reason alone, 
their customers are not entitled to claim — as they sometimes do — 
that the rates charged to them by their banks should be identical 
with those quoted in the market at the time of the transactions. 

(4) HOW DBALmaS OUTSIDE THE MARKET AFFECT RATES 

While transactions between members of the market affect for- 
ward rates directly, transactions between banl^s and their customers 
affect the rates only indirectly, as and when they result in forward 
transactions between members. They do not necessarily do so. In 
the following cases the banks do not immediately undo ” in the 
forward market the deals concluded mth their customers : 

1. Many banks, while insisting that their customers — who can 
ill afford to take risks — should always cover the Forward 
Exchange on certain transactions, themselves elect to cover 
only when their view of the exchange prospects suggests 
that cover is necessary. During the period of stability this 
practice was adopted to some extent by continental banks 
regarding acceptance credits arranged abroad for their 
customers. 

2. Sometimes, too, a bank, instead of covering the forward 
operations of its customers in the Forward Exchange market, 
prefers to cover it by means of a spot transaction, through 
increasing or reducing its balance or its overdraft with its 
foreign correspondents. 

3. Forward transactions between banks and their customers 
may to a large extent be married ; in which case it is only 
the balance between the buying or selling orders that comes 
to the Forward Exchange market ; or where there is a 
difference in dates, the transactions may lead to dealing in 
short forward against long forward in the market. 

4. It is also possible for a forward deal between banker and 
customer to be covered by an operation in bills, in which 
ease it does not come to the Forward Exchange market 
proper. Broadly speaking, however, the majority of forward 
deals between banks and their customers lead to corre- 
sponding deals in the market. 

The most important point in distinguishing between deals within 
and outside the market is that very often, and to a very large 
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extent, short or long positions carried by banks in relation to other 
members of the market are covered by deals between banl?:s and 
their customers. This point alone makes it imperative to distinguish 
those sources that feed the volume of forward transactions out- 
side the market from those that feed transactions within the 
market. 

There are five main sources from which forward transactions 
between the banker and his customer may originate : 

1. Imports and exports, both visible and invisible. 

2. Hedging operations against assets abroad and against hold- 
ings of commodities whose price is affected b}?^ exchange 
movements. 

3. Various kinds of arbitrage operations. 

4. Speculation. 

5. Operations of every kind by banks which have no foreign 
exchange departments or whose names are not taken in the 
market for forward transactions. 


(5) COMMERCIAL OPERATIONS WITH CUSTOMERS 

Forward operations originating from imports and exports of 
commodities are usually regarded as the “ bread and butter ” of 
the market. The import and export of services can also lead to 
forward transactions. The same considerations which determine 
whether or not a merchant covers the purchase or sale price of 
commodities also apply for the freight and other expenses attached 
to their transport, especially as in many instances these expenses 
constitute a very large proportion of the value of the goods. In- 
surance of every kind in terms of a foreign currency may also lead 
to covering transactions on the part of the insurer. Insurance 
companies themselves often prefer to cover their foreign currency 
risks by means of foreign currency accounts instead of forward 
transactions. The large tourist agencies, on the other hand, usually 
cover by means of a Forward Exchange transaction the exchange 
risk on tours definitely arranged in advance. Interest on capital 
invested abroad is not often covered; in fact, investors have only 
recently formed the habit of covering the exchange risk on their 
capital. 

There are a variety of hedging operations that may give rise to 
Forward Exchange transactions between banks and their customers. 
We have seen in the last chapter that since 1931 holders of various 
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assets abroad have acquired the habit of covering their exchange 
risk whenever that risk appears particularly acute. Assets which 
are thus covered include real property, participation in enterprise 
abroad, foreign subsidiaries, the holding of foreign securities, the 
possession of commodity stocks abroad, etc. Owners of imported 
commodities whose price is largely affected by any changes in the 
exchange rate, if they are, unable or unwilling to cover this risk by 
forward operations in the commodities themselves, also hedge by 
means of Forward Exchange operations. 

(6) ARBITRAGE AND SBECXJLATIVE OPERATIONS 

Of the various types of arbitrage which may give rise to Forward 
Exchange transactions between banks and their customers, prob- 
ably the most important is Stock arbitrage. Although members 
of the Foreign Exchange market also undertake such operations — 
in fact, they are obviously at an advantage in competing with non- 
members— -the bulk of it is done by Stock Exchange firms or others 
who have to cover their Forward Exchange through a bank. In 
the Bullion market, too, most bulhon brokers in London have no 
Foreign Exchange departments of their own, and their operations — 
unless they are acting merely as agents on behalf of banking 
customers — also give rise to forward transactions between bankers 
and customers. Interest arbitrage is as a rule confined to banks, 
though very large commercial firms may take a hand also. When 
in abnormal conditions the margins of profit on swap transactions 
are particularly wide, then some sections of the public are tempted 
to undertake interest arbitrage. Exchange arbitrage proper — 
whether time arbitrage or space arbitrage — is, however, for obvious 
reasons confined to the professional dealers in the market. 

Since the summer of 1935 banks have not been supposed to 
carry out speculative operations on behalf of their customers. But 
this unofficial embargo, like most unofficial embargoes, has been 
far from water-tight. It is not always possible to check the correct- 
ness of the statement of customers that the forward transaction 
they wish to undertake is of a genuine commercial nature. There 
are, moreover, many borderline cases. Even though the volume 
of speculative dealings on account of customers is much smaller 
than it used to be, it is by no means negligible, and at times of 
acute attacks on various currencies it increases to a substantial 
figure. 
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(7) OPERATIONS BETWEEN BANKS 

There are banking houses which have no Foreign Exchange 
departments of their own, or whose names are not taken for forward 
transactions. Their forward business, whether it represents their 
transactions with their customers or transactions on their own 
account, is carried out by some bank whose name is taken in the 
market. The latter is in a position to know the banks concerned — 
which is not necessarily the case with other members of the market 
to whom the name may be offered. And the bank which operates 
in the market may possess security which duly safeguards it 
against any possible losses. It is necessary to bear in mind that 
while in transactions between banks and their customers a security 
to cover the possible exchange fluctuations is often demanded, this 
is never the case in transactions in the market — there a name is 
either taken or not taken. Thus, very often banks which cannot 
operate in the market are in a position to operate as customers of 
one of the banks which operate in the market. 

Let us now enumerate the sources from which Forward Ex- 
change operations may originate between banks operating in the 
market. They are as follows : 

1. Covering of positions arising from any of the above types of 
business with their customers. 

2. Covering of their balances or overdrafts in foreign currencies. 

3. Covering of bill transactions. 

4. Hedging operations of various types. 

5. Arbitrage operations of various types. 

6. Borrowing through the Forward Exchange market. 

7. Window-dressing and end-of-month operations. 

8. Speculation on their own account. 

As we pointed out above, the operations between banks and 
their customers may or may not give rise to corresponding Forward 
Exchange operations in the market. While there are a variety of 
reasons why operations with customers need not be undone in the 
market, in a great many oases they are undone. In the case of 
large commercial banl^s with a large clientMe, these operations 
usually form the bulk of their Forward Exchange transactions, 
especially as such banks are usually not very active in arbitrage, 
and abstain from speculation to a large degree. 
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(8) COVERING BALANCES AND OTHER ASSETS OR LIABILITIES 

In stable monetary conditions, whether or not a banl^ covers its 
balances and overdrafts in foreign currencies may depend upon the 
view it takes of the likely fluctuation of the exchange rates within 
the gold points. Under conditions of widely fluctuating exchanges, 
however, most banks as a rule take good care to balance their 
assets and liabilities in terms of every currency. While they may 
carry open positions on account of their customers, and their own 
positions cannot possibly be balanced every minute, their dealers 
have strict instructions not to carry open positions overnight. 
Fluctuations in the amount of balances or overdi^afts in foreign 
currencies thus give rise to a great deal of forward transactions 
between banks. 

If a bank arranges an acceptance credit in a foreign currency 
for its customer, and covers the exchange risk, the transaction 
represents the covering of a transaction between the bank and its 
customer. If, however, the acceptance credit is arranged by the 
bank for its own account for the purpose of drawing finance bills 
against it, then the covering of the exchange risk constitutes a 
direct operation on its own account. 

Banks may possess assets in a foreign country, in which case 
they may find it advisable to hedge against the exchange risk. 
They may own real property abroad, especially if they have branches 
or subsidiaries in foreign countries. They may have participations 
in foreign banks, or other foreign security holdings. Their branches 
abroad have a working capital in foreign currencies. It is legitimate 
for banks to cover the exchange risk on all these assets, and the 
considerations which influence the decision of commercial firms 
whether or not to cover their assets abroad also apply concerning 
banks. 

(9) ARBITRAGE OPERATIONS BY BANKS 

Arbitrage operations constitute a large proportion of the For- 
ward Exchange business between banks. There is, in the first place, 
a great deal of exchange arbitrage proper, either to take advantage 
of the discrepancies between forward rates quoted at the same time 
. in different centres or to buy or sell short against long Forward 
Exchange. Interest arbitrage is also an important source of forward 
business, especially amidst unstable conditions, when all the funds 
engaged in it are covered. Many banks are very keen on Stock 
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arbitrage on their own account or on joint account with other banks, 
and this provides their Foreign Exchange departments with a certain 
amount of forward business. Operations in gold and silver bullion by 
banks on then own account or on joint account with other banlis 
are a substantial source of short Forward Exchange transactions. 

Borrowing through the Forward Exchange market is a practice 
which from time to time has assumed considerable dimensions since 
the war. It is well to realise that the Forward Exchange market 
provides an alternative to the internal money market for covering 
requirements in short-term loans. In some instances a shortage 
in a particular currency for particular dates is remedied by swap 
operations wiiich do not constitute borrowing in the real sense 
of the term, for in exchange for the loan of, say, marks the banlc in 
question lends sterhng. If, however, the swap operation is com- 
bined with the lending of the marks obtained by the British bank, 
so that the German banlc has the use of both sterling and marks for 
the period concerned, then it is a loan operation proper. Such 
operations, known under the name of swap and deposit ”, were 
carried out on a very large scale after the stabilisation of the 
Central European currencies, when the German and Austrian banks 
and others covered a large part of their requirements by such 
means. From the point of view of the lenders, the operation falls 
into the category of interest arbitrage. It is none the less true 
that ''swap and deposit” transactions constitute a peculiar type 
of credit operation giving rise to Forward Exchange business in the 
market between banks. 

(10) WINBOW-DRESSING AND SPECULATION 

The practice of window-dressing and the increased requirements 
of certain money markets for funds at certain dates also give rise 
to much Forward Exchange business. Banks wdth balances abroad 
usually repatriate a large proportion of their balances for such 
dates. As, however, they are anxious not to interfere with their 
Foreign Exchange positions, the currencies sold are usually re- 
purchased for delivery after the dates in question. In the Anglo- 
Saxon centres such operations usually take place only for the 
banl?:s’ balance sheet dates, for the end of the year and, to a much 
less extent, for the end of the half-year and quarter ; but in most 
continental centres the practice of repatriating funds for the end of 
each month is still prevalent, though perhaps not to the same 
extent as in the past. 
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Lastly , some banks speculate in exchanges on their own account. 
The names of some of the speculative banks are hoiiseholcl words in 
international finance, but even among those banlis which emphatic- 
ally declare that they never carry open positions overnight there 
are some which at times indulge in speculation on their own account. 
Moreover, the rule that positions are to be balanced at the close of 
every day does not exclude the possibility of speculating in the course 
of the day. Many a position may be opened and closed between 
10 A.M. and 5 p.m. If we include such operations, the proportion 
of speculative forward transactions to the total turnover of the 
Forward Exchange market is by no means negligible. 

Even though part of the transactions between banks and their 
customers is covered outside the market, it is safe to assume that 
the volume of forward dealing within the market is as a rule several 
times larger than that of dealing between banks and their customers . 
The next chapter will be devoted to the examination of the methods 
by which these operations in the market are carried out. In the 
subsequent chapters the various sources which supply the volume 
of the business to the market wiU be examined in detail. 



CHAPTER XI 


THE TECHNIQUE OE THE FORWARD EXCHANGE MARKET 

(1) SWAP V, OUTRIGHT OPERATIONS 

The Forward Exchange market, as we showed in the last chapter, 
is not a thing apart, but forms a section of the Foreign Exchange 
market. Apart from any other reasons, this is necessarily so 
because by far the larger part of forward dealings assume the form 
of swap transactions, that is the purchase or sale of spot exchange 
against Forward Exchange. This is one of the essential differences 
between Forward Exchange business within and outside the 
market. While to a great extent dealing between banks and their 
customers takes the form of buying or selhng forward currencies 
outright, the bulk of forward dealing in the market proper assumes 
the form of swap transactions. The only occasions on which 
customers require swap accommodation is when they undertake 
arbitrage operations, or when their existing forward commitments 
have to be renewed on maturity. Of the two occasions, the second 
is easily the more frequent. It arises wherever necessity for hedging 
is prolonged, and also when payments arising from foreign trade 
are not received by the date on which they were expected. It also 
arises when a speculative position is renewed. 

The volume of '' outright ” forward operations in the market is 
relatively small. Whenever a bank assumes a forward commit- 
ment in relation to a customer, the standing rule is that it shall be 
covered at once by a spot operation.^ The development of this 
practice is largely due to the fact that it is as a rule much easier 
immediately to find a counterpart for a spot transaction than for a 
forward transaction. This is because all spot transactions are 
necessarily for the same date, while forward transactions are for a 

^ In practice a number of smaller transactions are allowed to accumulate before 
they are covered, because the minimum amount of operations in the market is 
usually much higher than the amount of nfost single commercial transactions 
between banks and their customers. 
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variety of dates. If .anyone tried in a hurry to buy or sell outright 
for a certain date— even if it were for three months, for wliich there 
is usually a good marketi — the chances are that the rate would 
move considerably against him. ■ If on the other hand the dealer 
takes, his time and, instead of forcing the market, waits patiently 
mitil a counterpart to his deal comes his way, he runs the risk that 
meanwhile the basic spot, rate may move .against Mm. The 
assumption is that the spot rate is liable to wider fluctuations than 
is the forward rate. For these reasons a forward commitment 
outside the market is covered in the first instance by a spot traiis- 
. action in the market. If a bank has bought forward francs from 
its customer, it sells spot francs in. the market. Subsequently it 
will undo the deal by means of a sw^ap transaction, buying spot 
francs against forward francs. On the other hand, if a banir has 
sold forward francs to its customer, it buys spot francs in the 
market. Again, it will later adjust the commitment by means of a 
swap deal, 

(2) CHANGING. CONDITIONS 

Although there is obviously a great deal to be said in favour of 
the method practised by the market, there are also arguments 
against it. The covering of a Forward Exchange transaction con- 
cluded outside the market by two operations instead of one is 
obviously complicated and the chances are that it will involve the 
loss of two ‘‘ turns ” instead of one. Moreover, in recent years the 
fluctuations in forward rates have not been so negligible compared 
with the fluctuations of the basic spot rates themselves as text- 
books on Foreign Exchange are apt to assume. These text-books 
are largely based on the experience of the post-war currency chaos, 
when fluctuations in forward rates, marked as they were, were 
none the less overshadowed by the much more violent fluctuations in 
spot rates. Similar conditions also obtained for some years after 
1931, but from 1935 onw^ards the temporary stability of the dollar 
and the relative stability of sterling and other currencies changed 
this state of affairs. During 1935 and 1936 until the devaluation of 
the franc the range of fluctuations of forward rates w^as in many 
instances much wider than that of spot rates. For instance, while 
during the first three quarters of 1936 the spot franc-sterling rate 
fluctuated between and 77, the discount on forward francs 
fluctuated between If francs and 9 francs for three months. 

In such circumstances it is obviously absurd to suggest that 



CHAP. XI TECHNIQUE OF FORWARD EXCHANGE MARKET 


97 


dealers could well afford in every circumstance to disregard for a 
while the risk of fluctuations in the forward rate provided that they 
immediately covered themselves against the risk of fluctuations in 
the spot rate. Indeed, during 1935 and 1936 the volume of outright 
forward operations increased, but owing to the force of habit rather 
than to considerations of genuine convenience the market con- 
tinued to prefer to cover in the first instance by a spot transaction, 
and then to undo the deal by a swap transaction. To defend the 
practice by contending that there is a wider market in swap than 
in outright transactions is to beg the question. On active days there 
would be no difficulty in creating a wider market in outright forward 
transactions for three months, were it not for the fact that — through 
habits formed in conditions different from those prevailing in recent 
years — dealers prefer the complicated method to the simple. 
Admittedly, when it comes to dates other than three months, and 
possibly even with one-month transactions, it might be difficult 
quickly to find a counterpart to outright forward buying or selling 
orders at advantageous terms, and when it comes to odd dates this 
is practically impossible except at very bad rates. But there is no 
reason why a good market for three-months’ outright operations 
should not be developed. 


(3) NEED I'OB RECONSIDERATION OE PRACTICE 

The origin of the existing system lies in the practice of covering 
forward transactions between banks and their customers in the 
spot market by means of acquiring balances or overdrawing the 
accounts in foreign currencies without undoing the commitments 
by means of swap operations. If a number of spot transactions 
concluded by the same banir in the same currency on the same date 
for the purpose of covering forward transactions offset each other, 
then the amount of that bank’s balance or overdraft in that 
currency will not change. According to Vogel, ^ as a result of the 
operation of the law of averages — or, to translate literally the 
German term, '' the law of big figures ” — the chances are that in 
the course of time the buying and selling orders of the same banlr 
in the same currencies will more or less offset each other. The ques- 
tion is how long it takes for the law of averages to operate. While 
in the long run the rule may hold good, during a short period there 
may be very marked discrepancies between buying and selling 

i Das Demsentermingeschdftf pp. 15-16. 

H 
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orders received by a bank in the same currency. When forward 
rates are steady, it may be worth while to delay the swap transaction, 
in the hope that a forward transaction in the opposite sense covered 
in the spot market may make it superfluous to cover by means of 
swap transactions. But at a time of widely fluctuating forward 
rates it is distinctly risky to leave the forward rate uncovered, even 
for a few minutes. 

Evidently the existing practice works satisfactorily at the time 
when spot rates are liable to fluctuate within a much wider range 
than forward rates, and also during a period of stability when the 
operation of gold points and the existence of confidence in general 
restricts the fluctuations of both forward and spot rates. When, 
however, spot rates are kept relatively steady, either by the opera- 
tion of the gold points or by the intervention of Exchange Equalisa- 
tion Accounts, while forward rates are allowed to take care of 
themselves and fluctuate rather widely, the advantages of changing 
the practice are evident. Needless to say, this is entirely a matter 
for practical men engaged in Foreign Exchange dealing, and con- 
ceivably they may not welcome a critical suggestion from outside. 
The fact, however, that the relative volume of outright dealing has 
increased shows that some dealers at any rate have realised the 
advantage of departing from the established custom. In any case, 
with the devaluation of the franc and other currencies, the fluctua- 
tions of forward rates have once more become narrower. Thus the 
advantages of dealing in forward outright instead of in spot in the 
first instance and in swap in the second instance have diminished 
for the time being. As, however, a situation similar to that of 
1935-36 may arise again in future, it is important that text-books 
on exchanges should not be dogmatic about the advantages of the 
existing practice. 

(4) E^^n-OF-MONTH DEALINGS 

It was pointed out in the last chapter that in the early post- 
war period the bulk of forward dealing, not only on the Continent 
but also in London, was done for end-of-month delivery. This was 
in accordance with custom in continental centres, where financial 
activity is largely based on the practice of '' ultimo ” settlement, 
but was at variance with the requirements of trade, since payments 
in commerce are usually due in three calendar months, not neces- 
sarily at the end of the month. Moreover, several important 
markets — London and New York among others — ^were not accus- 
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toiiied to operate for end-of-month. Gradually the Anglo-Saxon 
system, based on the requirements of trade, displaced the con- 
tinental system, based on the requirements of speculation, Stock 
Exchange end-of-month settlements and window-dressing. There 
is still at times a relatively large volume of dealing at the end of 
the month, but this is not nearly as pronounced a feature of the 
market as it was in the past. 

(5) LACK OF LONG FOKWARD FACILITIES 

At present by far the larger part of forward dealing — both swap 
and outright — is done for three months, although there is usually 
an active market also for one month and two months. Dealing for 
longer dates is a matter of negotiation, and it is not possible as a 
rule freely to obtain quotations beyond six months, though autumn 
requirements are occasionally covered in January. In this respect, 
the existing organisation is far from satisfactory, and has shown 
little or no sign of improvement since the early days of Forward 
Exchange dealing. Indeed, as we have seen in the historical section 
of this book, during the last decades of the nineteenth century 
there was a widespread practice of selling three-months bills 
forward for six months’ delivery, which in reality involved an 
exchange risk for nine months. In certain centres such as Val- 
paraiso, for instance, during the early part of this century sterling 
bills were dealt in freely for delivery up to twelve months, which, 
in the case of three-months bills, involved commitments running 
up to as much as fifteen months. Today it would be impossible to 
obtain quotations for such long periods, even as a matter of negotia- 
tion, and yet in existing circumstances the risk involved in such 
long forward transactions is certainly no larger than it was before 
the war in the case of such currencies as the Chilean peso, for 
instance. 

From this point of view, banks are not nearly enterprising 
enough. They leave it to Lloyd’s underwriters to cover the long 
risk on an insurance basis at clumsy and often prohibitive rates. 
In this respect the existing organisation and technique of the 
Forward Exchange market leave much to be desired. Unless the 
banks themselves see their way to develop a satisfactory forward 
market for j)eriods up to twelve months or even longer, sooner or 
later the necessity for such facilities, and pressure on the part of 
the industrial and commercial interests concerned, may induce the 
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Government to enter tlie field. It may then be too late for bankers 
to complain — as they .have done in the comparable case of the 
various activities of the Export Credits Guarantee department — at 
the new encroachinent of officialdom in the sphere of business.” 


(6) BEALIXG IX SHORT DATES 

There is an active market for dealing in very short dates, for a 
week or a few days, or even over a weekend. Bejmnd a w^eek, 
dealings in odd dates — that is, dates other than one, two or three 
calendar months — is usually a matter of negotiation. Speculative 
dealing for very short periods became very popular at times during 
1935-36 when the abnormally wide discount on French francs 
increased the cost of bear selling considerably. Rather than sell 
forward for three months, at a cost of 40 per cent per annum, or 
even for one month at a cost of 60 per cent per annum, speculators 
preferred to sell forward for a few days at a cost of something like 100 
per cent per annum, since the real cost was obviously much lower 
in spite of its height as a percentage worked out on an annual basis. 

Another quite common method which results at times from the 
prohibitive cost of selling forward is that of selling spot and covering 
before delivery is due — i.e. within two daj^s. It is possible, how- 
ever, to deal in exchanges for delivery on the next day or even on 
the same day instead of the customary two days. Usually a charge 
is made over the spot rate. This charge varies according to supply 
and demand, and at times it is by no means easy at short notice 
to find a counterpart for such operations. Nevertheless, the high 
cost of dealing in Forward Exchange drove much speculation into 
that market during 1935 and 1936. Nor is the practice altogether 
new. It was even adopted to some extent in 1924, in the course of 
the speculative campaign against the franc. The factors affecting 
the rates for these operations have never been subjected to close 
study by imactical writers on exchanges. Indeed, the premium or 
discount in question has not even been given a name. It may be 
conveniently referred to as the "'negative forward rate”, since it 
is charged on Foreign Exchange to be delivered before the normal 
spot delivery. 

(7) SHORT AGAINST LONG EORWARD DEALING 

There is much dealing in one forward date against another, 
especially in connection with time arbitrage. This type of dealing 
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will be discussed in detail in Chapters XV and XXVI. Banks often 
quote their customers rates for Forward Exchange to be delivered 
not at a fixed date but during a certain period at the customer's 
option.^ In the market itself, however, all dealing is done for 
definite dates. On various occasions in the past attempts have 
been made to initiate put and call " dealings in Forward Ex- 
changes, but at present no Foreign Exchange market undertakes 
such operations, nor is it in any way desirable that the practice 
should be adopted. 

We have seen above that the Foreign Exchange market deals 
in swap operations in preference to outright forward operations. 
Similarly, on active days the market prefers to deal in spot ex- 
change rather than in swaps. On very animated days the market 
for a while '' forgets " the forward rates which thus remain 
practically unchanged in relation to the spot rates, and it is the 
latter that are affected by the buying or selling pressure . It is 
only subsequently, when the commitments created by spot dealing 
are adjusted, that the effect of the movement is spread from the 
spot to the Forward Exchange. As we have already noted, it is a 
standing rule that dealers of w^ell-estabhshed banks should not keep 
open position overnight, but they are allowed a free band to create 
open positions in the course of the day, provided that they are 
covered before closing time. Thanks to this arrangement, dealers 
are enabled to concentrate upon deahng in spot exchanges during 
the most active hours of the day, taking, nevertheless, good care 
not to contract very large open positions, for these might be difficult 
to cover at reasonable rates towards closing time. Thus, contrary 
to a belief that is held widely among the public, at times of violent 
exchange movement the volume of spot transactions is usually 
much in excess of the volume of forward transactions. It is during 
periods of comparative inactivity and more especially during 
periods when violent exchange movements are anticipated, but 
before they actually materialise, that the volume of Forward 
Exchange transactions is large. 

(8) NOSTBO ACCOUNTS 

Overdraft facilities abroad are a great assistance to Foreign 
Exchange dealers. In their absence they would have to be ex- 

^ The somewhat involved rules according to which such operations, and also 
operations for broken dates, are covered by banks are described in detail by Mr. 
Evitt and other practical writers on exchanges. 
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ceptionally cautions not to be short in any exchange in order to 
avoid being at the; mercy of the market. Thanl?:s to overdraft 
facilities with correspondents abroad, dealers have an alternative 
way of covering short positions. The nostro accounts for employ- 
ing foreign currencies acquired in the course of their dealing are 
often arranged on a basis of reciprocity between banks in different 
countries, with the rates allowed on balances and charged on over- 
drafts either fixed until further notice or variable in relation to the 
bank rate. By means of these accounts, it would be possible, in 
theory at any rate, to avoid Forward Exchange dealings altogether, 
for every forward transaction between a bank and its client could 
be covered by increasing or reducing the balance or overdraft on 
the nostro account. In practice, however, banlcs are not keen on 
accumulating large balances on such accounts, and still less keen 
to overdraw them. The yield on balances on nostro accounts is 
naturally very low and compares unfavourably with the yield on 
other short-term investments. Banks do not like to carry larger 
balances than are absolutely necessary. They have to carry 
certain minimum balances to keep the accounts alive, but they 
always endeavour to keep those balances as low as possible, especially 
during periods when they are exposed to exchange restrictions. 
They have even more reason to avoid overdrawing their nostro 
accounts. For one thing, the interest charged on such overdrafts 
is usually two or three per cent higher than that allowed on balances, 
and forward currencies must be quite considerably undervalued 
compared with their Interest Parities before it becomes a paying 
proposition to overdraw nostro accounts in preference to covering 
by means of selling Forward Exchange. At times it is necessary 
to make use of these facilities for short periods, but banks are 
always anxious to clear such overdrafts by the earliest possible 
moment. One of the reasons why they are very anxious to avoid 
overdrawing is that to do so may imply, to some extent, reciprocity : 
and to allow their correspondents, in their turn, to overdraw their 
nostro accounts is not always convenient, especially during a 
troubled period when some of the names may not be considered so 
good as they had previously been deemed. It should not be 
imagined, moreover, that overdrawing arrangements on nostro 
account are necessarily reciprocal, or that they can be used auto- 
matically. In practically every instance an overdraft has to be 
specially applied for, which is an additional reason why bankers 
are reluctant to make use of the facilities. 
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(9) DEALEBS’ FREEDOM OF ACTION 

As a rule, Foreign Exchange departments are allowed a reason- 
ably free hand in their operations provided that they do not keep 
open positions overnight. In many cases they are allotted a 
working capital, on which their head office charges interest at a 
rate usually slightly above the current rate for bills or deposits. 
The assumption is that, unless Foreign Exchange departments are 
able to earn more than the bank would be able to obtain by simply 
investing its funds in fine bills or placing them on deposit, they do 
not earn their keep. The Foreign Exchange departments are 
allowed a free hand, within reason, to accept deposits from, or to 
place deposits with, their foreign correspondents as a matter of 
daily routine. If they have more funds than they can use profitably 
in their department, they place them on deposit with their head 
office, which allows them interest on it, while if they are short of 
funds they can borrow from head office, which charges interest on 
these loans. There is, of course, a material difference between the 
interest on debit and credit balances. The interest charged and 
allowed by the head office influences the attitude of the Foreign 
Exchange department towards the opportunities of interest arbi- 
trage, especially if their funds are fully employed. 

The system provides channels through which international 
credits are contracted in addition to those arranged between banl?:s 
for definite periods and for definite purposes. Through their 
freedom of action to undertake swap-and-deposit transaGtions, 
Foreign Exchange departments are in a position to grant loans or 
to obtain loans from abroad. At times the volume of such opera- 
tions is considerable, and becomes an important factor in the 
international balance of payments and also in the volume of 
international short-term indebtedness. 

( 10 ) INTEREST ARBITRAGE 

The difference betw^'cen interest rates prevailing in two centres, 
and more especially the discrepancy between Interest Parities and 
actual forward rates, provides wide scope for profitable Forward 
Exchange operations. Details of Interest Parities will be discussed 
in Chapter XVIII, but a technical description of the Forw^ard 
Exchange market wmuld not be complete without a reference to the 
fact that between two centres there is in practice not one Interest 
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Parity but several. Foreign Exchange dealers can work on the 
difference between deposit rates in two centres, or on the difference 
between discount rates, short loan rates, brokers’ loan rates, etc. 
Occasionally interest rates of a different kind are used as a basis of 
Interest Parities. For instance, bill rates in London mduj be 
compared with Wall Street brokers’ loans with bank guarantee, or 
deposit rates in London may be compared with the rate on promis- 
sory notes of first-class American industrial combines. In such 
instances there is no corresponding rate in London which can be 
used for comparison with the New York rates, for British baulks do 
not undertake to guarantee loans to brokers and leading British 
industrial combines do not circulate promissory notes. If the 
difference between the two interest rates concerned more or less 
corresponds to the forward rate, then there is no profit in under- 
taking interest arbitrage operations. In order to induce banks to 
transfer their funds abroad, to transfer them from one foreign 
centre to another, or even to repatriate their funds from abroad, it 
is necessary that there should be a margin of profit caused by 
a discrepancy between forward rates and their various Interest 
Parities. On this subject more will be said in Chajiter XV. 

(11) CURRENCIES WITH GOOD FORWARD MARKETS 

The existence of a good Forward Exchange market presupposes 
a high degree of confidence in the banks of the centres concerned. 
For this reason the number of Forward Exchanges in which a good 
market exists is limited. There are only three currencies which 
have a really satisfactory forward market— -sterling, the dollar and 
the French franc. The markets, in forward guilders, Swiss francs 
and belgas are not so wide but work reasonably smoothly. In the 
past there were good markets in German marks, Italian lire and 
Spanish pesetas, but exchange restrictions imposed in the three 
countries have reduced forward dealing in those currencies to 
negligible proportions. There is a good market for forward 
Canadian dollars in New York, and to less extent in London. The 
sale and purchase of Scandinavian currencies for forward delivery 
is a matter of negotiation, but business can be transacted with 
reasonable ease. The same is true of the major South American 
currencies. Forward transactions in the minor European currencies 
are always a matter of negotiation. They have no free forward 
market, not even in Paris or Zurich, where the spot currencies of 
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the countries of Central and Eastern Europe have a better market 
than in London, This does not mean that these countries are 
practically deprived of Forward Exchange facilities, for while 
Roumanian lei, for instance, never had a forward market in London, 
before the imposition of exchange restrictions sterling had a reason- 
ably active forward market in Roumania. It may be said that the 
three principal currencies have a good forward market in every part 
of the world. 

Apart from the Canadian dollar and to a less extent the Indian 
rupee, there is no forward market in Empire currencies. The South 
African, Australian and New Zealand pound are managed by rings of 
the banks of the Dominions concerned, and they quote for forward 
delivery, but there is no open market. When at times of adverse 
pressure such as occurred in the Austrahan pound in 1930-31, or in 
the South African pound towards the end of 1932, an outside market 
developed, there were also unofficial forward quotations, whose 
level reflected the pessimism concerning the future of the currencies. 
There is a limited forward market in Far Eastern currencies. The 
forward market in yen is largely in the hands of the official Yoko- 
hama Specie Bank. 

(12) THE LEADING FORWAED MARKETS 

In all probability, London is at present the leading market for 
Forward Exchanges. Paris is a good market, too, though official 
interference with Foreign Exchange business during 1936 crippled 
her freedom for a while. New York’s geographical position and the 
difference between her business hours and those of the leading 
European markets prevent her from developing a Forward Ex- 
change market comparable with that of either London or Paris. 
Within relatively modest dimensions, Amsterdam and the Swiss 
centres, especially Zurich, Basle and Geneva, have good Forward 
Exchange markets, though Switzerland came for a while under a 
cloud as a result of exchange restrictions. Apart from these 
markets, and Brussels, there are at the time of writing hardly 
any Forward Exchange markets of truly international significance. 
As we have already seen, there are local markets in the leading 
currencies for forward delivery in almost every country v/hich has 
no exchange restrictions, but these markets are to a large degree 
self-contained and the counterpart for buying or selling orders has 
to be found locally. In any case, most of these markets have been 
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killed by exchange restrictions, which also killed the Berlin forward 
market, at one time one of the most active markets in Europe, and 
the Milan forward market, which was never altogether free from 
official supervision and was not, therefore, as active as those of the 
other Western European centres. 

Having given an idea of how the Forward Exchange market 
works, we must now^ analyse in detail the sources of its supply and 
demand. This will be done in the following chapters, which will 
attempt to examine Forw’'ard Exchange transactions according to 
the purpose they serve. 



CHAPTER XII 


TRADE AND FORWARD EXCHANGE 

(1) FORWARD FACILITIES AND THEIR USB 

0' 

The buying and selling of Forward Exchanges on commercial 
account, as we remarked in Chapter X, provides the bread and 
butter’’ of the Forward Exchange market. At the same time 
commercial transactions provide the main justification for its 
existence. Even those who are hostile to the Forward Exchange 
system have to admit, ho-wever grudgingly, that it provides a useful 
and essential means for importers and exporters to cover themselves 
against the exchange risk. In dealing with the relations between 
trade and Forward Exchange, the following questions arise : 

1 . How far is the Forward Exchange market capable of providing 
the facilities for trade to safeguard itself against losses arising 
from exchange fluctuations ? 

2. How far do merchants engaged in import and export trade 
avail themselves of these facilities ? 

A third question — that of the reciprocal effect between trade 
balances and forward rates — ^lies in the realm of theoiy rather than 
of practice ; it is thus deferred to the theoretical section of this book 

(2) LIMITATIONS OF FACILITIES 

The extent to which Forward Exchange operations can provide 
safeguards against exchange fluctuations has been subject to much 
discussion in the post-war literature on Forward Exchange. In 
particular, German financial literature during the years of inflation 
contained much material on the subject ^ — for obvious reasons. The 
limitations of Forward Exchange as a means of securing legitimate 

^ See Dr. Joachim Vogel, Das Devisenfermingeachdft, pp. 53-56 ; Dr. C. A. 
Fischer, Das Devisentermingeschdft, pp. 15-21 j K. Schmalz, Das Valutarisiko ini 
deutschen Wirtschaftsleben und seine Bekdmpfung (Stuttgart, 1921) ; Paul Ostertag, 
Die Deckung der Valutarisiken in Warenhandel (Berlin, 1924). 
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interests against exchange risk had from the very outset been 
emphasised by those who were anxious to demonstrate the essentially 
speculative character of Forward Exchange transactions, but those 
limitations were recognised even by those who have taken a 
favourable view of Forward Exchange. Mr. Keynes pointed out ^ 
that it was important not to exaggerate the extent to which 
merchants, at the time at which he wrote, were able to protect 
themselves from risk by means of forward operations. 

It is not clear ”, he states, that even the banl?:s themselves 
have yet learnt to look on the provision for their clients of such 
facilities, at fair and reasonable rates, as one Qf the most useful 
services they can offer.” This remark, which was only too true in 
1922 and thereabouts, no longer holds good. In the meantime, 
Forward Exchange business, for periods up to three months at any 
rate, has been taken up by all banks dealing in exchanges, and 
competition has reduced the margin of profit on such dealings with 
merchants to very reasonable proportions. On the other hand, 
Mr. Keynes’s remark that ‘‘ it is only in certain of the leading ex- 
changes that these transactions can be carried out at a reasonable 
charge” still holds good, though to a less extent than in 1922. 
The existing Forward Exchange facilities do not enable British 
exporters to quote in Bulgarian levas or Siamese ticals. This short- 
coming could — and in my opinion should — be remedied by official 
arrangement. There are, however, shortcomings inherent in the 
system which no official intervention can remedy. 

(3) DUAL EFFECT OF EXCHANGE FLUCTUATIONS 

Exchange fluctuations can affect merchants in tw'o different 
ways, namely, through bringing about a change in the amount pay- 
able or receivable in terms of their own currency, and through bring- 
ing about a change in the prices in terms of the national currency 
of the commodities imported or exported. By means of Forward 
Exchange transactions, merchants are in a position to cover them- 
selves against the direct exchange risk. That is, the British mer- 
chant, if he is to receive or to pay at a future date a definite amount 
of foreign currency, can fix the exact amount he will receive or 
pay in terms of sterling. He is, however, exposed to the risk that 
in the meantime changes in the exchange rate may materially alter 
the sterling value of the commodities in question. This especially 

^ A Tract on Monetary Tteform, pp. 121-122. 
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concerns import trade, tliough even export trade is not altogether 
free from the indirect exchange risk, especially in countries whose 
currencies are susceptible to very wide exchange fluctuations, for 
these inevitably react upon the internal price level. Thus at the 
time of the wide fluctuations of the dollar during 1933 it was risky 
for American exporters to sell commodities for future delivery even 
if they covered themselves against the exchange risk by selhng 
sterling forward, for the simple reason that a further depreciation 
of the dollar might have been accompanied by a sharp rise in com- 
modity prices in terms of dollars by the time the commodity 
contract matured. 

There is another shortcoming inherent in the Forward Exchange 
system from the merchant’s point of view. When the speculative 
anticipation of a fall of a foreign currency results in a very wide 
discount on the Forward Exchange the cost of covering the exchange 
risk on goods exported to that country becomes rather high. At 
times it becomes practically prohibitive, so that many exporters 
prefer to take the exchange risk rather than cover it. And since 
covering is by no means compulsory, those who choose not to 
cover are in a position to undersell their more conservative com- 
petitors who prefer to pay the high cost rather than expose them- 
selves to exchange risk. 

These considerations operate to an even higher degree in import 
trade. In the case of exporters the optional character of covering 
may mean no more than the loss of business for conservative firms. 
In the case of import trade, it may inflict actual financial losses on 
conservative merchants, who, having imported goods with the ex- 
change risk covered at a high cost, find themselves unable to sell 
without a loss owing to the lower prices quoted by less conservative 
importers who did not cover the exchange risk. 

(4) importers’ dilemma 

A much more important consideration from the point of view' 
of importers is the possible effect of exchange fluctuations upon the 
price of their commodities expressed in terms of then national 
currencies. If a British merchant imports commodities from the 
United States, the fact that he secures the dollars requhed for the 
settlement of the purchase price does not safeguard him against 
heavy loss arising from an appreciation of sterling accompanied by a 
fall in the sterling price of the American products. Admittedly, 
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he also stands to benefit from a depreciation of sterling tlirough its 
effect upon the sterling price of these products, but the possibility ^ 
that exchange fluctuations may affect the price of his commodity 
in either direction attaches to his business an undesirable specu- 
lative character. Needless to say, in the case of some major com- 
modities such as wheat, cotton, etc., wliich possess a forward market 
of their own, it is possible for holders of stock to safeguard them- 
selves against the risk of a fall in the price. There are, however, 
innumerable commodities which have no forward market. In that 
case, the importers are confronted with the choice of risking a de- 
preciation of the exchange or of risking a fall in the sterling value 
of their commodity caused by an appreciation of the exchange. 
In other words, they can either cover the exchange risk itself or they 
can hedge against the risk that exchange fluctuations may affect 
the iirice of their commodity. 

Let us take a concrete example. A British importer of Cali- 
fornian canned fruit has to make payment in dollars three months 
after his purchase is concluded. If he buys dollars for delivery in 
three months he will fix the sterling amount he will have to pay. 
Should sterling depreciate in the meantime he will nevertheless 
pay the same amount of sterling, and would make a profit on the 
rise in the sterling price of the canned fruit caused by the deprecia- 
tion of sterling. Should sterling, on the other hand, appreciate, he 
will not enjoy the benefit of it, having fixed the sterling-dollar rate 
in advance, while he would stand to lose through the fall in the 
sterling price of canned fruit caused by the appreciation of sterling. 
If on the other hand he should choose to leave the sterling-dollar 
rate uncovered, then his loss or profit on a change in the sterling- 
dollar rate during the three months would be to a large extent 
offset by the effect of the changed exchange rate upon the sterling 
price of canned fruit. An importer who carries stocks is exposed 
to the indirect effect of exchange fluctuations upon the sterling 
value of his whole stock, although he is in a position to hedge against 
that risk by going short in dollars to the amount of his stock. 

(5) INADEQUATE SAFEGUAED 

In either case the importer is confronted with the problem of 
whether or not to cover. He is not in a position to eliminate both 
direct and indirect exchange risk altogether, for the simple reason 
that the effect of a change in the exchange rate upon the price of 
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his imported commodities is not necessarily proportionate to the 
change. If an appreciation or depreciation of dollars in terms of 
sterling by 10 per cent necessarily meant a rise or fall of the im- 
ported commodities to an exactly corresponding extent, the matter 
would be relatively simple. Even then the importer would have to 
consider whether the dollar is likely to appreciate or depreciate, 
for while he is in a position to safeguard himself against loss by 
hedging against the indirect effect of exchange movements, in doing 
so he also relinquishes the possible profit on the transaction arising 
through exchange fluctuations. He may thus place himself at a 
disadvantage compared with a less conservative rival should the 
latter’s anticipation of exchange movements prove correct. But, 
to complicate matters, the changes in the prices of most imported 
commodities are not exactly proportionate to the fluctuations of 
exchange rates. Thus, even a conservative merchant is not in a 
position to cover himself fully against the direct effect of the ex- 
change movements, for the simple reason that he is not in a position 
to foresee the exact extent of that effect. If he hedges against a 
depreciation of the dollar by selling dollars forward, and if a de- 
preciation of 10 per cent is accompanied by a fall in the sterling 
price of his imported commodities by 5 per cent only, then he 
stands to make an unexpected profit. If, however, the dollar should 
appreciate by 10 per cent, and if this should provoke a rise in the 
sterling price of the commodity by 5 per cent only , then he stands 
to lose, for his loss on the exchange is offset only in part by his addi- 
tional profit on the commodity. 

It is thus evident that the existence of Forward Exchange 
facilities, how^ever freely accessible and cheap they may be, does 
not altogether remove the exchange risk attached to foreign trade 
during periods of fluctuating currencies. In insisting upon this 
point, the iijemorandum compiled by Mr. A. A. van Sandick,^ and 
published by the International Chamber of Commerce, with the 
object of making out a strong case in favour of early stabilisation, 
is really flogging a dead horse. Nobody, not even the most en- 
thusiastic advocate of the Forward Exchange system, has ever 
claimed that it eliminated for importers and exporters every kind 
of risk and inconvenience. The memorandum in question would 

^ A, A. van Sandick, Memorandum on the Technique of the Forward Exchange 
Market and the Elimination of Uncertainty, Published by the Joint Committee of 
the Carnegie Endowment and the International Chamber of Commerce in a 
volume on “ The Improvement of Commei'cial Relations between Nations — The 
Problem of Monetary Stabilisation ” (Paris, 1936), p. 303. 
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have rendered a more useful service if it had examined in greater 
detail the possibilities of the improvement of Forward Exchange 
facilities. While the fundamental shortcomings of the system are 
unalterable, there is ample scope for improvement. This question 
will be discussed w^hen we deal with the role of Central Banks in 
regard to Forward Exchange, especially in Chapters XXXIV and 
XLI. 

(6) COVERING LONG COMMITMENTS 

Another shortcoming of the existing system of Forward Ex- 
change is the limitation of the period for which it is possible to 
cover. As, however, payments for normal commodity transactions 
in foreign trade are usually due within three months, the deficiency 
affects foreign trade to a relatively small degree only. Long-term 
engineering credits are the most important contracts affected by 
this deficiency of the system. Traders with longer commitments 
than three months are in a position to cover themselves for three 
months and arrange for an extension for a further tliree months at 
maturity. In doing so, they can safeguard themselves against any 
fluctuation of the spot rate. On the other hand, they are exposed 
to an increase in the cost of covering the Forward Exchange when 
their contract is to be renewed. It is for this reason that this 
arrangement cannot be applied successfully for long-term engin- 
eering contracts where it would be necessary to renew the forw^ard 
contract a number of times. The expense involved might easily 
convert the prospective profit into a loss. When, however, the 
period to be covered is not unduly long, so that it would not be 
necessary to renew the contract more than once or twice, this risk 
is in most cases not prohibitive. There is, however, another risk 
—that it may be impossible to renew the forward contract on 
maturity, owing to the adoption of exchange restric^iions in the 
meantime. Should such a situation arise, merchants would have 
no choice but to buy in or sell out and their position would thus 
become uncovered. 

Merchants are also often faced with the unpleasant necessity 
of having to renew their forward contracts because the commodity 
transaction for which payment was to be made has not been com- 
pleted for the time anticipated, or because payment has not been 
received on the date on which it was due. The possibility of such a 
situation, which indeed occurs fairly frequently, constitutes an im- 
portant defect of the Forward Exchange system from the merchant’s 
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point of view, tliongh to some extent it can be remedied by making 
the date of the delivery optional. Thus the merchant, instead of 
buying or selling Foreign Exchange for delivery on a fixed date, 
can arrange to buy or sell for delivery in the course of a certain 
month. Needless to say, such facilities are more costly than ordin- 
ary Forward Exchange facilities for fixed dates. 

We have seen that Forward Exchange operations arising from 
trade can be divided into two categories : those undertaken to 
cover the exchange risk proper and those undertaken for hedging 
against the indirect risk. As we pointed out above, the difference 
between covering the exchange risk and hedging is that in the case 
of the former the safeguarding measure is taken against direct loss 
from exchange movements, while in the case of the latter it is taken 
against indirect effects of exchange movements. A. C. Whitaker’s 
definition^ of hedging is worth quoting : ‘'A hedge is a speculation 
of such character that when added to another, prior and more im- 
portant speculation the element of risk in the latter is either elimin- 
ated or reduced 


(7) merchants’ attitude during stability 

Having examined the Forward Exchange facilities available for 
the requirements of trade, let us now examine the extent to which 
merchants make use of these facilities. This depends upon the 
following factors : 

1. The degree of uncertainty about future exchange movements. 

2. The possible loss or profit on uncovered exchanges. 

3. The cost of covering. 

4. The margin of profit in the various branches of trade. 

5. The temperament, speculative or otherwise, of the merchant. 

During periods of stability the extent to which merchants cover 

exchange risk tends to decline. Indeed, even during a temporary 
period of relative stability such as that experienced in 1935, the 
Forward Exchange transactions on commercial account tend to 
contract . Nevertheless, even in conditions of stable exchanges there 
is a great deal of covering against exchange risk by merchants. 
Under the gold standard the range of exchange fluctuations is 
usually 1 per cent or less, but merchants trading on a large scale 
in staple commodities may find it advantageous to make use 
of Forward Exchange facilities even for the sake of safeguarding 

^ A. C. Whitaker, Foreign Exchangee (New York, 1920), p. 382. 
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themselves against such narrow movements. In particular, when 
seasonal movements can be foreseen with a reasonable degree of 
probability — as they can be, for example, in the sterling-dollar rate 
during crop movements — merchants make it a rule to cover their 
exchange in advance. This is especially true of merchants engaged 
in trade in staple produce, where margins of profit for inter- 
mediaries are so narrow as to make it advisable for a merchant 
to take steps to avoid a loss of even 1 per cent. Very often, 
moreover, currencies on a gold basis are of doubtful stability, 
in which case cautious merchants make it a rule to cover their 
exchange risk. 


(8) PERIODS OE INSTABILITY 

Under conditions of fluctuating exchanges it is a matter of 
elementary prudence for merchants to safeguard themselves. Apart 
altogether from covering the exchange risk, in many cases it is 
advisable for them to undertake hedging operations, which are 
practically unknown in conditions of stable exchanges. If no ade- 
quate Forward Exchange facilities are available, or if the cost of 
covering the risk is excessive, and absorbs the profit on the trans- 
action, then all but the speculative type of merchants prefer to 
forgo the deal rather than run the risk. This is the reason why 
those in favour of immediate stabilisation argue that the instability 
of exchanges since 1931 has been largety responsible for the con- 
traction of the volume of foreign trade. 

Without going into the arguments for and against stabilisation, 
it is necessary to point out that this stabilisationist argument is 
grossly exaggerated. While some business must undoubtedly have 
been lost through lack of Forward Exchange facilities, this loss 
must be a mere fraction of the total decline in the volume of foreign 
trade due to the general contraction of purchasing power, trade 
and exchange restrictions, etc. It ought also to be borne in mind 
that while in some instances the wide discount on the Forward 
Exchange may make the cost of covering the risk prohibitive, that 
same wide discount is calculated to stimulate other foreign trade 
transactions. In this sphere one man’s poison is very often another 
man’s meat. For instance, the wide discount on forward francs 
during 1935--36 might on the one hand have increased the difficulty 
of selling goods to France in terms of francs, but on the other hand 
it stimulated the sale of French goods in terms of foreign currencies. 
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for French exporters obtained the benefit of the premium on forward 
currencies. 


(9) PROSPECTS AND COST OF COVERING 

It is only merchants of the most conservative type who make it 
a standing rule to cover the exchange risk during periods of un- 
stable currency irrespective of the actual outlook of the moment. 
Many merchants are inclined to take a view as to whether there is 
any likelihood that the exchange may move against them within 
the next three months, or whether there is any chance that it may 
move in their favour. When the balance of probability is against 
an adverse change, then they may decide to leave the exchange 
risk uncovered. 

Much depends also upon the cost of covering the exchange, 
which is of course compared with the normal degree of the risk 
involved and with the margin of profit available for covering the 
risk. Generally speaking, margins of profit have declined during 
the years of deflation that followed 1931, and this has tended to 
encourage the covering of exchange risk even in instances where the 
degree of the risk is not pronounced. Needless to say, the decision 
whether or not to cover largely depends on the individual tempera- 
ment of the firms in question. Their degree of willingness to take a 
risk varies widely. 

(10) MR. HENRY FORD’S OBJECTION TO FORWARD EXCHANGE 

One thing is certain. While during the post-war period of 
exchange fluctuations there were in every country many merchants 
who were unaware of the existence of facilities for covering the 
exchange risk, today it may be said that everybody engaged in 
foreign trade in the civilised countries is aware of the existence of 
such facilities. The belief that it is speculative for merchants to 
carry out Forward Exchange operations has also lost ground in 
business circles, where it is now realised that, on the contrary, it is 
the omission to cover the exchange risk that is speculative. Ad- 
mittedly there are still a few old-fashioned firms everywhere who 
prefer to run the risk or forgo the business rather than have any- 
thing to do with Forward Exchange. Mr. Henry Ford is the repre- 
sentative example of this type of business man. He has made it a 
standing rule that none of the firms belonging to his world-wide 
combine should ever sign a Forward Exchange contract. His ex- 
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planation is that, having assets and liabilities in practically every 
currency, the chances are that in the long run the loss sutEered 
through the depreciation of one currency is offset by the profit 
made in the appreciation of another. Besides, Mr. Ford is not 
prepared 'Ho pay tribute to international banking Such cases 
are, however, rare exceptions. Most merchants concerned with 
foreign trade are not prevented either by ignorance or by considera- 
tions of principle from availing themselves of Forward Exchange 
facilities. 

(11) INVISIBLE TBADE 

Hitherto w^e have been dealing with Forward Exchange opera- 
tions connected with visible trade, which unquestionably form the 
predominant majority of commercial Forward Exchange operations. 
A certain amount of Forward Exchange business originates, how- 
ever, also through invisible trade. Shipping freight, and other 
transport costs, are usually covered whenever the purchase price 
of the commodities themselves is covered. The shipping com- 
panies themselves often cover their anticipated outlays in foreign 
ports, and their receipts in foreign currencies. Insurance premiums 
are covered by holders of policies in foreign currencies only when 
the amounts involved are very large. Although the acquisition of 
balances by insurance companies operating abroad involves spot 
transactions, it very often leads to forward transactions when the 
amounts thus acquired are employed in interest arbitrage by 
means of swap operations. Only a very small percentage of tourist 
spendings is covered against exchange risk. The yield on foreign 
investment is practically never covered by the creditors against 
exchange risk. On the other hand. Government and other debtors 
and companies having to pay interest or dividends in foreign 
currencies often make it a practice to buy exchange for forward 
delivery when they expect an adverse movement or when the 
Forward Exchange of the creditor country is at a discount. 

Before closing this chapter it is necessary to point out that 
foreign trade gives rise to Forward Exchange transactions whether 
it is financed by book credits, acceptance credits or other methods. 
The reason why it is well to emphasise this obvious truth lies in 
the fact that theoretical economists do not as a rule realise that 
acceptance credits are also covered by means of Forw^ard Exchange 
transactions. This oversight on the part of the theorists has led 
to a rather one-sided development of the Interest Parity theory 
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wliicli will be dealt with in the theoretical section of this book. 
Here it is sufficient to note the fact that acceptance credits can and 
do give rise to a large volume of Forward Exchange business. In- 
deed, centres which practise the granting of acceptance credits on 
a large scale are at an advantage from the point of view of their 
Forward Exchange markets compared with centres where no such 
facilities exist in large degree, for the regular covering of a large 
amount of acceptance credits secures a steady flow of business to 
rheir Forward Exchange market. 



CHAPTER XIII 


FOREIGN INVESTMENT AND FORWARD EXCHANGE 

(1) PRACTICE BEPORE AND AFTER 1931 

While the bulk of non-speculative and non-arbitrage Forward Ex- 
change business originates from trade, the amount originating from 
investment abroad is by no means negligible. Its proportion to the 
total turnover has increased considerably during recent years. The 
practice of hedging against the exchange risk on foreign invest- 
ments has become popular only comparatively recently, but other 
Forward Exchange transactions arising from investment abroad 
have been known for many years. We have seen in the previous 
chapter that some foreign debtors cover their interest and sinking 
fund requirements in foreign currencies by means of forward pur- 
chases. Also in some instances borrowers who leave part of the 
proceeds of their loans on deposit in the lending country will cover 
the Forward Exchange whenever it suits their purpose to do so. 
Even though they do not distrust the currency of their creditors, a 
forward discount on their own currency may make it worth their 
while to repatriate the balance by means of forward rather than 
spot operations. 

It is only since 1931 that the covering of exchange risks on 
investments abroad on the part of creditors or investors has 
become a widespread practice. It comes under the heading of 
hedging, for one speculative risk is deliberately undertaken in 
order to counteract another speculative risk. Thus the British 
holder of French securities sells franc short, thereby assuming a 
speculative risk, in order to avoid running the risk of a deprecia- 
tion of his securities in terms of sterling through a depreciation of 
the franc, 

(2) YIELD V. CAPITAL APPRECIATION 

Holders of securities in terms of a foreign currency could, of 
course, avoid the risk by simply liquidating their holdings and re- 
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patriating their capital. Very often, however, this is impossible.. 
The securities in question may be unsaleable ; it may be impossible 
to liquidate them without taking a heavy capital loss ; for various 
reasons, legal or otherwise, it may be necessary to maintain a certain 
amount in the currency of the country concerned ; the jdeld ob- 
tained may be very attractive ; or, last but by no means least, 
there may be prospects of good capital appreciation in the local 
market. 

Take, for instance, the case of French rentes. The French 
Government is a good debtor, and the yield of 5 or 6 per cent 
on its securities during 1935-36 was very attractive indeed. Few 
foreign holders, however, were prepared, simply for the sake of 
that yield, to run the risk of a capital depreciation of 25 per cent 
or more through the expected devaluation of the franc. Since the 
cost of hedging was usually at the rate of at least 15 per cent per 
annum, it would not have been a paying proposition on a yield 
basis alone for foreign holders to keep French rentes as an invest- 
ment with the exchange risk covered. There seemed to be, how- 
ever, prospects of capital appreciation in addition to the high yield. 
It was widely assumed that after an adequate degree of devalua- 
tion there would be a spectacular recovery in rentes. Though it was 
not considered likely that in itself this capital appreciation would 
compensate foreign holders for their loss on the exchange, by 
hedging against the depreciation of the franc they expected to gain 
the full capital appreciation through the rise of rentes without 
suffering a loss through the fall of the franc. Such operations 
were effected on a very large scale, especially at times when the 
devaluation of the franc appeared to be imminent. 

(3) ATTITUDE TOWABBS DOLLAR SECURITIES 

The practice of hedging against the exchange risk on doUai' 
securities held abroad was not nearly so prevalent during 1935-36 
as it was during 1933-34. During the period of uncertainty re- 
garding the fate of the dollar, speculators and investors in foreign 
countries were anxious to take advantage of the prospective rise in 
Wall Street, but they w^ere equally anxious to avoid loss through a 
further depreciation of the dollar. After the dollar had been kept 
stable for over a year, however, holders of dollar securities no longer 
considered it necessary to guard themselves against the possibility 
of a depreciation of the exchanges In the course of 1935 most 
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British holders removed the hedge, leaving the dollars uncovered. 
This practice was continued during 1936, notwithstanding the fact 
that dollars depreciated in terms of sterling by some 3 per cent and 
that the small premium on forward dollars would have made it slightly 
profitable to cover the exchange risk. Once the sterling-dollar rate 
had risen above 5-00, most British holders of dollar securities pre- 
ferred to leave the exchange uncovered, for it was taken for granted 
that the definite rate of stabilisation of the sterling-dollar rate 
would be at 5*00 or under, but certainly not over. If investors 
intended to hold their dollar securities for a long period, hedging 
did not appear to be necessary. As for speculators, they did not 
consider it necessary to worry about the relatively narrow move- 
ments of the sterling-dollar rate, considering that the fluctuations in 
the price of stocks in Wall Street were many times wider. 

(4) HEDGING BY OWNEES OP PROPERTY ABROAD 

The practice of hedging is by no means confined to foreign 
securities. Holders of other kinds of property abroad have also 
formed the habit of safeguarding themselves against the risk of 
depreciation through a fall in the exchange. In particular, banks, 
and industrial and commercial undertakings with branches or sub- 
sidiary companies abroad, have been anxious to safeguard them- 
selves by means of hedging. Admittedly, the value of their pro- 
perty in terms of the national currency in question stands to rise 
through a depreciation of those currencies, but in most cases the 
rise would not nearly correspond to the depreciation. If the capital 
invested is covered to its full value, then the firms in question 
stand to make a profit on the depreciation of the currency. On 
the other hand, if they do not cover the risk, then they may suffer 
considerable loss. To avoid this, throughout the greater part of 
1935 and 1936, many holders of property abroad hedged through 
the forward market, thereby incurring heavy expense. In the 
case of the franc in particular , the cost of continuous hedging during 
1935 and 1936 must in some instances have been almost equal to 
the probable net capital loss through devaluation. 

Many firms, however, kept the cost of hedging comparatively 
low by hedging indirectly through operations in Dutch guilders or 
Swiss francs instead of in French francs, as the discount on those 
currencies was much narrower than that on the French franc. The 
assumption was that if the French franc depreciated, the other 
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currencies of the Gold Bloc would also fall. Such indirect hedging 
entailed two-fold risk. There was clearly a possibility — though 
not a probability — that an interval of several days, or even weeks, 
might have elapsed between devaluation in France on the one hand 
and in Switzerland and Holland on the other. During that interval 
the discount on forward Swiss francs and guilders would have be- 
come very wide indeed, and the market would have become '' all 
sellers and no buyers It would have been fatal for those who 
had hedged against the depreciation of the French franc by selling 
forward Swiss francs and guilders if their forward contracts had 
matured during such an awkward interval. Moreover, it appeared 
possible, and even probable, that the percentage of devaluation in 
Switzerland and Holland would not be quite as large as in France. 
Although indirect hedging is thus not without its disadvantages, 
nevertheless, the possibility of such hedging in special circum- 
stances should be borne in mind. 

(5) HEDOING AND SPECULATION 

A certain amount of hedging is done against commodities pur- 
chased in foreign markets. For instance, British buyers of rubber 
in Amsterdam during 1935-36 sold guilders forward to the amount 
of their commitment. Very often buyers of commodities for for- 
ward delivery adopted this practice. In the majority of these cases 
hedging was merely an excuse for speculative Forward Exchange 
operations. After all, it was reasonable to assume that the price 
of rubber in Amsterdam would to a very large degree adjust itself 
to the lower exchange value of the guilder, so that losses suffered 
by holders of such international commodities would be relatively 
small, if anything at all. Thus if they nevertheless hedged against 
the exchange risk, they stood to benefit by the depreciation of the 
guilder almost to its full extent. 

There is an essential difference between hedging against inter- 
national commodities or international Stock Exchange securities, 
and hedging against non-international assets, whether commodities, 
securities, real property or capital invested in subsidiary companies. 
Nobody can foresee even approximately the extent to which such 
assets would respond to a devaluation of the currency concerned. 
So far as real property is concerned, it might be a matter of years 
before their price rose at all, and conceivably it would never rise 
to an extent corresponding to the depreciation of the currency. 
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The elasticity of the prices of securities varies widely, but, except 
in international securities, the rise is likely to proceed slowly and to 
be much less than commensurate to the depreciation of the currency. 
In the case of international commodities, however, the chances are 
that the response to the depreciation of the currency will be in- 
stantaneous and almost complete. 

Admittedly it is very difficult to draw the line between hedging 
and speculation. It is all a question of degree. Those desirous 
of hedging against the exchange risk without attempting to make 
speculative profits sell Forward Exchange only up to a certain 
percentage of their foreign investments. It is impossible to ascer- 
tain the precise percentage required to provide a perfect hedge, but 
it is possible to form a view in the case of each category of invest- 
ments as to the degree to which their price is likely to respond to 
the depreciation of the currency. This estimate should be the basis 
for determining the proportion of the assets which should be covered 
by means of forward selling of the currency concerned. If this rule 
is followed, hedging loses its speculative character, provided of 
course that the estimate is made in good faith. By this method the 
cost of prolonged hedging can also be materially reduced. Many 
holders of foreign assets have actually adopted this course, though 
the majority either hedge against the full amount or not at aU. 

( 0 ) DOES HEDGING ENCOURAGE INVESTMENT ABROAD ? 

To what extent has the development of Forward Exchange 
facilities contributed to the increase of long-term investment 
abroad ? It is necessary to distinguish between genuine investment 
and speculative or semi-speculative operations. The extent to which 
facilities for hedging have influenced the establishment of enter- 
prises or the purchase of property abroad cannot be very large, 
though it is conceivable that in borderline cases the possibility of 
hedging against the exchange risk might prove the deciding factor. 
The importance of this factor should not, however, be over-esti- 
mated. As the cost of hedging is at times prohibitive, and fre- 
quently exchange restrictions prevent hedging altogether, safeguards 
for foreign assets against exchange risk are far from perfect. While 
the existence of Forward Exchange facilities may lead many owners 
of property or enterprises abroad to abstain from liquidating their 
assets, it is probable that few people decide, simply because of the 
existence of those facilities, to increase their commitments of this 
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kind in foreign countries, except in cases where a quick capital 
appreciation is anticipated. 

The acquisition of foreign securities, as distinct from property, 
however, has been encouraged in no slight degree by the develop- 
ment of the practice of hedging. For the most part, however, the 
aim is capital appreciation and not high yield. Even as far as 
speculative purchase of foreign securities is concerned, the extent 
to which investing abroad has been encouraged by hedging facilities 
should not be over-estimated. While it may have played an 
important part in 1935--36 in the countries of the Gold Bloc, in 
Wall Street it has played a subsidiary part; The possibilities of 
fluctuations in Wall Street appeared at times to be so wide that 
speculators regarded the exchange risk as a secondary consideration. 
They would cover it if they felt that there was likelihood of a 
depreciation of the dollar, but even if they were unable to cover in 
such a case, they would in all probability take a hand in a promising 
bull movement. 

Lending abroad, in the form of long-term investments through 
the issue of foreign loans in terms of the currency of the lending 
centre, is stimulated to a very slight degree by the system of 
Forward Exchange. Foreign borrowers are enabled to cover the 
next instalment of the interest and sinking fund service, but that 
is all they can do. 

(7) HEBGIXG AGAINST DOMESTIC ASSETS 

Hedging against depreciation of an exchange is undertaken not 
only by those possessing assets abroad but also b}?^ nationals of the 
country whose exchange appears to be in danger of depreciation. 
Residents in the countries of the Gold Bloc could safeguard them- 
selves against risk of internal inflation by selling out their liquid 
assets and converting the proceeds into gold or foreign currency. 
In many instances, however, they were unable or unwilling to sell 
out. In order to keep their cake and eat it, they sold the national 
currency forw^ard on the assumption that in the event of its de- 
preciation they would gain on this transaction what they would 
lose through depreciation of the value of the capital invested in 
their own country. 

The borderline between hedging and speculation by the nationals 
of a country with a vulnerable currency is even more indistinct than 
it is between hedging and speculation by holders of assets abroad. 
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It is true that a depreciation of the currency is apt to inflict perma- 
nent loss upon the nationals of the country concerned, by depreci- 
ating their capital. This is especially true of capital invested in 
real property and in other assets whose prices are comparatively 
inelastic. In Germany the financial capital of the country was 
practically wiped out through the extreme depreciation of the 
mark in 1923. To hedge against such a possibility, or even against 
a moderate depreciation, is not necessarily speculation. On the 
other hand, the covering of assets by nationals against relatively 
moderate exchange depreciation has not the same justification as 
similar hedging operations undertaken by foreign residents. A 
foreign resident thinks in terms of his own national currency, and, 
what is more important as a rule, converts his foreign income into 
his own national currency. Thus he does not derive any direct 
benefit from the adjustment of the exchange of the foreign country 
to its equilibrium level. From the point of view of a British owner 
of real property in France, the devaluation of the franc by 30 per 
cent necessitates the writing-down of the assets by 30 per cent in 
terms of sterling for balance sheet purposes. From the point of 
view of a French owner of real property in France, the balance sheet 
value of the asset in terms of francs remains unaffected. Moreover, 
since the price of real property is not likely to respond to devalua- 
tion for a long time, its sale by a British owner would involve an 
actual sterling loss of nearly 30 per cent ; nominally the French 
owner who sells his real property after the devaluation of the franc 
would suffer no loss at all and the extent of his real loss will be 
less than 30 per cent. For this reason what we have said above 
concerning the semi-speculative nature of hedging by holders of 
assets abroad holds good to an increased extent concerning hedging 
by the nationals of the country with a vulnerable currency. 



CHAPTER XIV 


COVERED AND UNCOVERED FOREIGN BALANCES 

( 1 ) AN OLD-ESTABLISHED PEACTIOE 

While hedging against the exchange risk on investments and assets 
abroad is, generally speaking, of recent origin, the covering of short- 
term investments held abroad is probably as old as is the banks’ 
practice of keeping short-term funds in foreign centres. We saw in 
Chapter V that even in the seventies and eighties of the last century 
Austrian and German banks were in the habit of holding funds 
abroad with the exchange risk covered by means of Forward Ex- 
change transactions. But it is probable that even before the evolu- 
tion of Forward Exchange facilities, such balances as were held 
abroad were covered by means of operations in. bills. 

From the point of view of the working of the Foi'ward Exchange 
market, the covering of balances abroad is of much greater import- 
ance than the more recent practice of hedging against long-term 
assets abroad. These covering operations play a vital part in in- 
terest arbitrage, and are mainly responsible for the general tend- 
ency of Forward Exchange rates to adjust themselves to their 
Interest Parities, as will be seen in the theoretical section of this 
book. 

( 2 ) WHAT ARE FOREIGN BALANCES? 

As we explained in Chapter III, the term foreign balances ” 
is used in its broadest sense throughout this book. It includes not 
only current account credit balances proper but also banking de- 
posits of every Idnd and funds invested in foreign commercial bills, 
treasury bills, etc. The criterion is simply whether these short- 
term investments, whatever their form may be, can be withdrawn 
at their face value within a few months — or, to be more definite, 
within not more than six months. The holders of these balances 
may be banks. Governments, Central Banks, private firms or 
individuals. 
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From our point of view, it is essential to distinguish between 
covered and uncovered balances, that is, between balances with, 
and balances without, the exchange risk covered by means of for- 
ward sales of the currency concerned. It is quite WTong to assume, 
as is sometimes done, that before the existence of the Forward 
Exchange market all foreign balances were uncovered, and it is 
equally wrong to assume that since its development all foreign 
balances are covered. We have seen already in the historical 
section of this book that the first part of this assumption is incorrect. 
The falsity of the second part becomes obvious if we try to analyse 
foreign balances according to their purpose. The following are the 
main categories of foreign balances : 

1. Balances on nostro accounts of banks. These balances may 
represent the amount required by the normal day-to-day 
conduct of foreign business or they may represent amounts 
banks allow to accumulate abroad for the purpose of interest 
arbitrage. 

2. Balances on the loro accounts of banks, that is foreign 
currency accounts held by banks on behalf of their customers. 

3. Balances of foreign non-banking customers. 

4. Foreign bill holdings, 

5. Central Bank foreign exchange reserves. 

6. Operating funds of Exchange Equalisation Accounts. 

(3) CENTRAL BANK BALANCES UNCOVERED 

For obvious reasons Central Bank foreign exchange reserves are 
not as a rule covered. It has become an accepted rule that if the 
foreign currencies held by the Central Bank are sold forward they 
cannot be included in their metallic reserves. We shall see in 
Chapter XXXVII that in 1924 the Austrian National Bank was 
persuaded by the League Finance Committee to exclude from its 
metallic reserve the Forward Exchanges acquired through swap 
operations. This interesting precedent may be said to have 
established a rule, rightly or wrongly, that it is only uncovered 
balances which can be regarded as Central Bank foreign exchange 
reserves. Apart from this, all other categories of balances may be 
either covered or uncovered according to their nature and according 
to circumstances. To answer the question as to the extent to which 
foreign balances are covered, it is necessary to distinguish between 
periods of stability and periods of fluctuating exchanges. 
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( 4 ) banks’ attitude dxjbing. stability and instability 

During a period of stability, when the gold standard is established 
and is above suspicion, whether or not the banks cover their own 
balances depends upon whether the difference between interest 
rates prevailing in two centres outweighs the risk of the limited 
and moderate depreciation of the exchanges within their gold 
points. If the spot rate concerned is near gold export point, the 
balances are not covered unless the premium on the Forward 
Exchange makes a covering operation profitable. If the spot rate 
is at some distance from gold export point, then the balances are 
not covered if the difference between the spot rates and gold export 
point is smaller than the difference between interest rates, and if the 
cost of the covering would wipe out the benefit of investing the 
funds in the foreign centre. 

Whether or not the difference between the spot rate and the gold 
point is wider than the difference between interest rates depends of 
course upon the period of the short-term investment in question. 
It may be worth while to risk an exchange depreciation of, say, 
half a point in order to earn the difference between the interest rates 
for a period of three months, but it may not be worth while to take 
such a risk for the sake of an investment for one month. If a 
three-months investment can stand the risk of an exchange deprecia- 
tion by three-quarters of a point, a one-month investment can stand 
a depreciation by only one-quarter of a point. The calculation of 
the risk in conditions of stability is a matter of simple arithmetic. 
But it does not necessarily follow^ that dealers will cover every 
time it is arithmetically profitable to do so ; nor is the converse 
necessarily true. They may take a view of the probable course 
of the exchange and may leave their balances uncovered on 
ocoasions when, on a strictly arithmetical basis, this would involve 
a speculative though limited risk, or they may cover the exchange 
when it suits them to do so even though the degree of the risk is 
well within the margin between interest rates. 

During periods of instability of currency , on the other hand, all 
conservative banks cover all their foreign balances, irrespective 
of considerations of cost and of profit prospects. At times, this is 
rather expensive and for this reason banks like to reduce to a 
minimum the balances they keep abroad on their own account for 
their current business requirements. It is not generally realised 
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that the difference between the rate obtained by a bank in the 
market and the one it charges to its customers has to allows not only 
for the usual overhead charges but also for the cost of keeping such 
balances in foreign centres, irrespective of the cost of covering the 
exchange risk on them. Since big banks keep accounts with a 
number of correspondents in each centre, and since an account is 
not as a rule allowed to decline for long below a certain minimum, 
the amount of foreign balances held by the big banks, and the cost 
of covering the exchange risk on them, is by no means inconsiderable. 
In many instances exchange restrictions, or the absence of adequate 
Forward Exchange facilities, prevent them altogether from covering 
the exchange risk, in which case the net depreciation on such 
balances has to be added to the cost of keeping an adequate number 
of foreign accounts alive. Apart from such instances, it is only 
banks of a speculative type that leave balances uncovered overnight 
during periods of monetary instability. This is also true concern- 
ing foreign bill holdings of banks. 

(5) BALANCES OF NON-BANRINO HOLDERS 

The balances kept by non-banking customers, whether direct 
balances or balances carried through the intermediary of the banks 
of their own country, are for the most part uncovered, both in 
periods of stability and in periods of fluctuating exchanges. In 
many instances these balances are maintained for some definite 
purpose, such as the premium reserve of insurance companies 
operating abroad, or as various legal reserves. Such balances are 
by their very nature uncovered. 

There are also large amounts of refugee funds of every kind. 
Even during periods of stability there are many reasons for which 
the people of one country may prefer to keep balances abroad. 
Even before the war it was the general practice among the wealthy 
classes in Russia to keep balances in London or Paris for fear 
of a revolution. Since the war, political motives, whether fear of 
revolution or fear of a war, have induced a very large number of 
people in many countries to keep balances in foreign centres. The 
desire to escape high taxation is another motive which, especially 
since the increase of direct taxation after the war, has been respons- 
ible for the transfer abroad of large balances from practically every 
country. Distrust in the solvency of the local banks or the Govern- 
ment is yet another cause of transfer of balances abroad. Above 
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all, since the war fear of a depreciation of the national currency 
has given rise to the transfer of huge amounts of '' funk money ” 
from one centre to another. When the motive for the transfer of 
balances abroad is flight from taxation or distrust in the solvency 
of banks and Government, then if the holders trust the national 
currency they may prefer to cover the exchange risk, but frequently 
distrust in the Government and banks implies distrust in the 
currency. On the other hand, if the flight of capital is due to fear 
of internal or external political troubles or of currency depreciation, 
then. of course the balances are left uncovered. 


(6) BALANCES OF EXCHANGE EQUALISATION ACCOUNTS 

We have seen already that the balances kept abroad by Central 
Banks as part of their metallic reserves cannot by their very nature 
be covered. The question is, do Central Banks or Exchange 
Equalisation Accounts cover balances held abroad for other pur- 
poses ? In many countries the foreign exchange holdings of 
Central Banks cannot legally form part of the metallic reserve. In 
those instances there is no longer any special reason why the holdings 
should not be covered. Moreover, even in countries which keep 
part of their metalhc reserve in the form of Foreign Exchange, the 
Central Banks usually hold additional foreign balances. Neverthe- 
less, in the majority of these cases the balances are left uncovered, 
apart from any other reason, because of the strong dislike of Central 
Banks for Forward Exchange operations. As for the '' fighting 
funds ’’ of Exchange Equalisation Accounts, they are also uncovered 
as a rule, unless the authorities in question are engaged in forward 
operations, which, as we shall see in later sections of the book, is 
not often the case. 

, (7) PBOPOETION OF COVERED BALANCES UN CERTAIN AND , 

FLUCTUATING 

There are certain balances which are always necessarily covered, 
and others which are always necessarily uncovered, but in many 
instances the decision whether or not to cover depends on the terms 
obtainable in the Forward market. Thus, if a Forward Exchange 
which has hitherto been at a discount goes to a premium, or even 
if the discount contracts, some holders may be inclined to cover 
their hitherto uncovered balances. This assumes, of course, that 

K 
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Other factors have remained the same. Again, if the fo^ard rate 
remains the same, bnt there is a change in one or more of the other 
Sctors affecting the position of holders such as relatave interest 
rates, the prospects of the currency, or the relation of the spot rate 
L gold pchnt, then holders revise their attitude towards coyenng 
thei balances. The balances of a financiaUy weaker country in 
the currency of a financiaffy stronger country are usually uncovered, 
though since 1931 this rule does not necessarily hold good, as m 
recel years the world has experienced the depreciation of the 
currency of more than one financiaUy strong country while those 
of some financiaUy weak countries have been maintained at par._ 
Nobody knows what proportion of the foreign balances held m 
any centre is covered. Yet without such knowledge it is impossible 
to appreciate fuUy the significance of the data concerning foreign 
short-term assets in the various centres. In so far as foreign ster- 
ling balances are covered by forward sales of sterling and the ulti- 
mate buyers of the forward sterling are British residents, the actual 
net amount of the potential seUing pressure represented by those 
balances is in reaUty smaUer by that amount. If the ultimate 
buyer of forward sterUng is a foreign resident the fact of the coyei- 
ing makes no difference to the amount of the potential selhng 
pressure on sterUng. 

Continental balances in London up to 1931 were largely un- 
covered, whUe American balances were for the most part covered 
This difference was due to the fact that most of the continental 
balances, transferred to London during the flight from various 
continental currencies, were left nncovered after the cause for the 
flight had ceased to exist. The balances of countries belonging 
to certain groups of currencies are not as a rule covered. For 
instance, in London, nationals of the countries of the Sterling Bloc, 
and more especiaUy citizens of the British Dominions, do not cover 
their sterUng balances. 


(8) HOW BALANCES GIVE RISE TO EORWARD EXCHANGE 
TEANSACTIONS 

Forward Exchange faciUties tend to make foreign balances more 
Uquid, as they can be repatriated in case of sudden necessity, or for 
window-dressing purposes, with the knowledge that the risk of loss 
on the transaction wiU not be more than a certain amount known 
in advance. Whether or not such balances are Uquid from the 
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point of view of meeting unforeseen contingencies depends on the 
way in which they are employed. In this respect there is, of course, 
no difference between covered and uncovered balances. Admittedly 
at window-dressing dates, when many banks try to repatriate their 
foreign balances at the same time for one date, the cost of swap for 
such a short period becomes relatively high. 

Covered balances give rise to a large volume of Forward Ex- 
change transactions both under stable conditions and in periods 
of fluctuating currencies. Paradoxical as it may sound, uncovered 
balances also give rise to Forward Exchange transactions in given 
circumstances. Such balances can be used for swap operations 
whenever these are profitable. This was recognised even during 
the early post-war years by owners of German refugee funds abroad 
who, while wishing to safeguard themselves from the risk of the 
depreciation of the mark, also wanted to benefit by the high money 
rates prevailing in Germany. To that end they sold their spot 
sterling, dollars, francs, etc., and repurchased them for forward 
delivery, employing the funds in the meantime in the German money 
market at high interest rates. These operations were made possible 
because the forward mark was for a long time overvalued compared 
with its Interest Parities. Similar operations are undertaken by 
those who for some reason are under the necessity of keeping un- 
covered balances in countries whose Forward Exchanges are under- 
valued compared with their Interest Parities. For instance, 
British insurance companies keep their premium reserve on their 
French business in the form of franc balances. V^hile it is essential 
for them that they should have a holding of francs to the amount 
of the probable franc claims that might arise, there is no reason why 
in the meantime they should not take advantage of the profit on 
the swap, a profit which during 1935-36 assumed abnormal pro- 
portions. Banks holding uncovered balances on loro accounts on 
behalf of their customers are also in a position to use these balances 
for swap transactions if their clients do not thus use them. By 
selling spot and repurchasing forward, they do not alter the exchange 
positions which they have to keep open on behalf of their customers, 
and should the latter require the foreign currencies before the swap 
transactions expire the banks are always in a position to undo the 
swap. Their only risk is that they might be compelled to undo the 
swap at a moment when the rates are particularly unfavourable 
to them ; as a result they might lose more than the profit on the 
original swap. 
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(9) EFFECT OP PORWARB EXCHANaE FACILITIES OX THE VOLUME 

OP BALAXGES 

A question well worth considering is whether the development 
of facilities for covering balances has tended in itself to increase the 
volume of balances, or whether it has merely resulted in. the covering 
of part of the volume of balances which would be kept abroad in 
any case ? The answer is difficult because, in the course of the slow 
evolution of the Forward Exchange market, the various factors 
that influence the volume of foreign balances have undergone con- 
siderable change. In any case, no statistics are available upon 
which conclusions can be based. It seems probable, however, that 
while to some extent the development of Forw^ard Exchange facili- 
ties has resulted in the covering of balances which might otherwise 
have been uncovered, to a much larger extent it has led to the 
increase of foreign balances. In addition to the existing uncovered 
balances, most of which have I'emained uncovered, new types of 
foreign balances have arisen which, but for the facilities for covering 
the exchange risk, might not exist. 

We shall see in Chapter XXIV how the development of Forward 
Exchange facilities tends to increase foreign balances by enabling 
the lending centre automatically to reborrow what it lends. There 
are other ways in which Forward Exchange facilities tend to increase 
foreign balances. It was the development of a very active forward 
market that induced bankers after the war to open nostro accounts 
on an unprecedented scale, so as to be in a position to cope with 
current business requirements. The profit arising from swap 
transactions and interest arbitrage in general has also been an 
important factor in the creation of foreign balances. Apart from 
this, Forward Exchange facilities created a feeling of security, en- 
couraging financial activity and leading to increased foreign short- 
term investment. 

But for the possibility of covering the exchange risk, currency 
uncertainties would from time to time have led to a considerable 
contraction of foreign balances. This tendency of Forward Ex- 
change facihties to mitigate the contraction of certain types of 
foreign balances has been especially evident since 1931, during a 
period when practically every currency has been under suspicion. 
The reasons why, notwithstanding the existence of forward facili- 
ties, balances were in many instances to a large extent withdrawn 
instead of being merely covered against exchange risk, lie partly 
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in the distrust in the solvency of banks and in the limitation of the 
extent to which names are accepted for Forward Exchange trans- 
actions, and partly in the fear of exchange restrictions. 

(10) INADEQUATE STATISTICAL INEOEMATION 

During the last few years attempts have been made in various 
countries to ascertain the amount of foreign balances. In view of 
the importance of such information in the formulation of monetary 
policy, it is remarkable that before 1931 practically no attempt 
had been made to secure it. Even now, however, the information 
collected is grossly inadequate, partly because no attempt has been 
made to ascertain the extent to which foreign balances are covered. 
And yet, as we said before, from the viewpoint of the management 
of the country’s monetary policy, it is of little use to know the 
total amount of foreign balances unless we know" also how much 
of it is covered by forward sales. Admittedly it wmuld not be 
easy to ascertain this, but there is no reason to suppose that it 
would be an impossible task. At any rate, it wmuld be well worth 
while to make an attempt, if oiilj in order to ascei'tain how far 
it is possible to obtain the data which are necessary to scientific 
monetary management. There would probably be no insurmount- 
able difficulty in ascertaining the total volume of outstanding 
forward commitments of a market in various currencies at a given 
date. Nor would it be impossible to ascertain how much of the 
total has its counterpart abroad, or whether the country as a whole 
has made a net sale or a net purchase of foreign currencies for 
forward delivery. The difficulty lies in ascertaining how much of 
this aggregate short ” or*“ long ” position represents the covering 
of foreign balances — or of national balances abroad — and how 
much of it has for counterpart commercial hedging, speculation, etc. 

In this chapter we have been concerned only with that aspect 
of foreign balances which has a bearing on Forward Exchange. 
The study of foreign balances in general is outside the scope of this 
book, but the points raised in this chapter may give an idea of the 
range of problems connected with this subject. They are certainly 
worth a much more thorough investigation from a practical point 
of view than has hitherto been made. I hope to be able to deal 
with this subject at some time in the future. 



CHAPTER XV 


ARBITRAGE AND FORWARD EXCHANGE 

(1) VARIOTJS TYPES OP ARBITBAGE 

Forward Exchange transactions may arise from every kind of 
international arbitrage. We have seen in the historical section of 
this book that even before the war the various types of arbitrage 
were a source of Forward Exchange operations. Indeed, from this 
point of view the system had reached such an advanced stage during 
the last decade or so before 1914 that there has been but little 
scope for further progress since the war. Nor have the various 
post-war phases — currency chaos, stability, renewed currency 
fluctuations, and comparative de facto stability — materially altered 
the relative extent to which arbitrage operations are accompanied 
by forward exchange operations. 

The following are the types of arbitrage transactions which give 
rise to Forward Exchange transactions : 

1. Exchange arbitrage — 

(а) Arbitrage in space (bilateral or triangular). 

(б) Arbitrage in time (spot against forward or short against 
long forward). 

2. Interest arbitrage^ — 

(а) Transfer of funds. 

(б) Transfer of credit availments. 

3. Bullion arbitrage — 

(а) Gold or silver movements, 

(б) Forward transactions in gold and silver. 

4. Stock arbitrage. 

5. Commodity arbitrage. 

In some instances, as in the case of covered interest arbitrage, 
or certain types of exchange arbitrage, the Forw^ard Exchange 
transactions form an essential part of the operation ; without them 
these types of arbitrage could not exist. In other instances, in the 
case of certain types of interest arbitrage, stock arbitrage, bullion 
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arbitrage and commodity arbitrage, Forward Exchange operations 
play an accessory, but none the less important part, in that they 
safeguard arbitrageurs from loss on their operations on account of 
the fluctuation of the exchanges. Margins of profit on arbitrage 
operations are usually narrow, and arbitrageurs can ill afford to 
take a speculative risk by leaving the exchange uncovered. For 
this reason, except in cases where under the gold standard the 
currencies concerned are in the vicinity of gold point and their 
stability is trusted implicitly, the covering of the exchange risk 
has always been a characteristic feature of every kind of intei'- 
national arbitrage. 

( 2 ) EXCHANGE AEBITBAGE IN SPACE 

Exchange arbitrage proper — whether arbitrage in space or 
arbitrage in .time — can lead to Forward Exchange transactions in 
many ways. In arbitrage in space, dealers take advantage of the 
discrepancies between forward rates prevailing at the same time in 
two centres. This can be done if at the same time the spot rates 
are identical in the two centres, or if there is a discrepancy between 
the spot as well as the forward rates. Arbitrageurs take their 
profit by buying Forward Exchange in the cheaper centre and 
selling it in the dearer centre. They combine two swap transac- 
tions or two outright transactions. Bilateral arbitrage in Forward 
Exchanges can be carried out not only between the dealer’s own 
centre and a foreign centre, but also between two foreign centres. 
In addition to bilateral transactions, arbitrage in Forward Exchanges 
can be done triangularly on the basis of the cross forward rate. 
This means that advantage is taken of any discrepancy between 
the London quotation of, say, the franc and the dollar on the. one 
hand, and the Paris quotation of the dollar or the New York 
quotation of the franc on the other. 

Triangular arbitrage is done on a very large scale in spot 
exchanges, but the number of banks which work on the cross 
forward rate is relatively small. “ Why complicate a matter which 
is already complicated ? ” the chief dealer of a leading joint-stock 
banl^ said when asked whether he worked much on the cross 
forward rate. The large banks are indeed reasonably occupied in 
transacting the commercial business of their wide clientMe, and 
there is not the same need for them as for dealers of private banking 
houses or foreign agencies to go out of their way to create additional 
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Foreign Exchange business through complicated arbitrage trans- 
actions. 

The volume of international exchange arbitrage operations in 
Forward Exchange is by no means negligible ; indeed, it represents 
a large part of the total volume of exchange arbitrage between the 
various centres. Immediately after the war, the margins of profit 
on such transactions were remarkably wide, because the number of 
firms engaged on them was small. Since then, however, the increase 
of competition and the improvement of communications through 
the development of the long-distance telephone have reduced 
margins considerably, though on the whole they are still wider 
for forward rates than for spot rates. 

( 3 ) TIME AEBITBAOE 

Hitherto we have been dealing with space arbitrage in exchanges. 
Let us now see how time arbitrage in exchanges affects the volume 
of Forward Exchange transactions. Time arbitrage may assume 
the form of simple swap transactions — buying or selling spot against 
forward — or buying or selling short against long Forward Exchange. 
We have seen in Chapter XI that the buying of spot against 
Forward Exchange constitutes the normal routine by which dealers 
adjust then commitments after having covered their positions by 
means of spot transactions. The undoing of commitments a few 
minutes or a few hours after they were created cannot be regarded 
as time arbitrage. At times, however, dealers find it expedient to 
go long in spot exchange and short in Forward Exchange, in order to 
benefit by the yield on the swap. If such operations are connected 
with the investment of the funds which they make available in the 
foreign market concerned, then they come under the heading of 
interest arbitrage. If, however, the interest factor does not arise — 
w’-here, for instance, the foreign centre does not allow interest on 
balances — ^then the operation may be regarded as exchange arbi- 
trage proper, though even then the yield on the exchange arbitrage 
is compared with the interest yield in the dealer’s own market. 

Time arbitrage proper assumes the form of buying or selling 
short Forward Exchange against long Forward Exchange. Such 
transactions amount to deferred swap operations which become 
effective when the short Forward Exchange is due to be delivered. 
As it is impossible to know what interest rates will rule in the two 
centres concerned on the future delivery dates, these rates cannot 
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form the basis of the transaction, even though dealers may have 
their own views about the future course of the exchange rates, and 
these views may to some extent influence their decision to operate 
in short against long Forward Exchange. Time arbitrage, it should 
be noted, can be bilateral or triangular. A type of triangular time 
arbitrage which is very involved and is not often done nowadays is 
buying or selling short against long forward on the cross forward 
rate. 

The working of time arbitrage operations and their effect upon 
forward rates is probably one of the most complicated parts of our 
by no means simple subject. We shall deal with it in detail in a 
later chapter, where the factors affecting the ratio between short 
and long forward rates will be discussed. This chapter will simply 
indicate a few causes giving rise to such operations. 


(4) dealers’ opportunities 

As we have already noted, there is a rule that the Foreign 
Exchange departments of all banks of standing shall not carry an 
open position in Foreign Exchange overnight, but for this purpose 
the commitments are considered to be balanced if the total purchases 
and sales in a currency are equal, irrespective of their dates of 
maturity. Dealers of the more go-ahead type, eager to earn their 
keep but handicapped by the rule against open positions, find an 
outlet for their ambition by taking a view of the probable course 
of the forward rates. They take care to miss no apparent oppor- 
tunity for making a profit on time arbitrage, which enables them to 
undertake operations of a semi-speculative nature without trans- 
gressing the rule that positions have to be covered at the close of 
every day. The development of discrepancies betw’^een long and 
short rates — -that is, between long and short rates expressed as 
percentages per annum™--and the wide fluctuation of such dis- 
crepaneies, provide them with ample scope for taking a hand. 

The discrepancies between short and long forward rates are 
largely the result of speculative operations. Speculators often take 
the view that the depreciation of a currency is imminent, in which 
case the discount on the short Forward Exchange is apt to be pro- 
portionately wider than that for longer dates. Or they may take 
the view that devaluation is likely to occur within three months but 
not before, say, two months, in which case their selling transactions 
are concentrated on long Forward Exchange, the discount upon 



13S PRESENT ORGANISATION OF FORWARD EXCHANGE past m 

wMch becomes wider than that for short dates. The commercial 
factor affecting the supply and demand for certain dates may also 
cause substantial discrepancies. It is the function of exchange 
arbitrage to level out these abnormal discrepancies by operations 
in long against short Forward Exchange. 

If Foreign Exchange dealers .take the same view as speculators 
in anticipating an early depreciation of an exchange, there is no 
room for time arbitrage. If, however, they should disagree with 
the general market view, then they have fail- scope for taking 
advantage of the disproportionately wide diseoimt on short forward 
by buying short Forward Exchange and selling long Forward Ex- 
change. If, for example, the discount on forward francs is 4 francs 
for one month and 7 francs for three months, then the operation 
will enable the dealer to undo the swap profitably after a month, 
provided that the discount is still wider than 3 francs for the re- 
maining two months. This is only one of the innumerable examples 
that could be given to illustrate the wide variety of transactions 
in spot against forward. It is remarkable that text-boolm on 
exchange arithmetic barely touch upon the subject, which is inter- 
esting enough to deserve a good-sized chapter, if not a whole book. 

The reader will find further details of this complicated subject 
in Chapter XXV, though a full explanation would take more space 
than would be justified in proportion to the rest of the matter to be 
dealt with. 

(5) INTEEBST AEBITH.AGE 

Interest arbitrage plays an important part in the Forward Ex- 
change market. We have already seen that foreign balances held 
by banks are usually covered through sales of Forward Exchange, 
except between gold standard currencies, in which the risk is 
limited by the operation of gold points, when the extent of this risk 
does not exceed the difference in interest rates prevailing in the two 
centres. In times of exchange fluctuations, .uncovered interest 
arbitrage ceases altogether, and interest arbitrage transactions are 
combined with a Forward Exchange operation. Tliis does not, 
of course, mean that aU foreign balances held by banks on their 
nostro accounts are engaged in interest arbitrage. Part of them, 
at any rate, constitutes the minimum balances which the banks 
must maintain in foreign currencies in order to keep their corre- 
spondents’ accounts alive and to enable the banks to operate more 
freely in Forward Exchange. When the banks undertake interest 
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arbitrage, then they prefer to employ their funds in deposits or 
bills rather than allow them to accumulate on their 7iostro accounts, 
for the simple reason that the nostro accounts offer an inferior yield. 
As a rule, interest arbitrage is undertaken only by banks which 
possess liquid funds available for that purpose. Such banks are 
in a better position to take advantage of the prevailing discrepancies 
than smaller banks which would have to pay interest on funds 
borrowed for use in interest arbitrage. When, however, there is a 
really persistent discrepancy between the forward rates and their 
Interest Parities, then it may become profitable to employ borrowed 
funds, once the discrepancy is wide enough to cover the cost of the 
borrowing. 

Interest arbitrage can be carried out by a deliberate transfer 
of funds for that purpose, or by simply retaining spot-forward com- 
mitments created in the course of current business, instead of 
undoing them by swap operations.^ Again, it is possible to under- 
take interest arbitrage in either sense, both by means of balances 
and by means of credits, by shifting availments from one centre to 
another for the sake of the difference between their respective 
interest-cum-commission-cum-forward-covering costs. 

The whole subject of interest arbitrage is closely interwoven 
with the theory of Interest Parities, and it would be anticipating 
our explanation of this theory to go into further details at this stage. 
We propose to return to the question in Chapters XVIII to XXII. 

(6) BULLION ARBITRAGE 

Arbitrage in gold and silver has always been a very important 
source of Forward Exchange operations from time to time. With 
the extension of the gold standard during the last decades of the 
nineteenth century, and with the increase in the volume of gold 
shipments early in the twentieth century, gold arbitrage became a 
recognised factor in the Foreign Exchange market. And during 
periods of seasonal shipments, or on days when a large consignment 
of gold was disposed of in the London market, the gold arbitrage 
factor assumed considerable, if passing, importance. It is not 
generally realised that the premium or discount on the Forward 
Exchange is apt to influence the gold import point or gold export 
point by increasing or reducing the cost of the shipment. Bullion 

^ See Mr. W. W. Syrett, “Some Forward Exqhange Comments” in The Banher 
of December 1936, pp. 219-220. 



140 PRESENT ORGANISATION OF FORWABD EXCHANGE part iii 

arbitrage between gold- and silver-using countries played an im- 
portant part in tlie development of eastern Forward Exchange 
markets. With the decline of the monetary use of silver, its import- 
ance as a source of Forward Exchange operations has also declined. 

The mere covering of the exchange on gold or silver bought or 
sold for forward delivery does not in itself constitute arbitrage, 
unless it is done for the sake of the profit from a discrepancy between 
the forward price of the bullion and the forward rate of the gold 
or silver currencies concerned. Such discrepancies may arise for 
various reasons, but especially because of the finer and more subtle 
rates quoted in the Foreign Exchange markets compared with the 
prices in the bullion mai'kot. 


(7) STOCK ARBITRAGE AND COMMODITY ARBITRAGE 

Stock arbitrage at times is also an important factor in the 
Forward Exchange market. It is a standing rule that the exchange 
risk must be covered on all stock arbitrage transactions. In the 
case of arbitrage with New York, where there is no dealing for the 
account the transactions do not as a rule give rise to forward 
operations. On the other hand, arbitrage with the continental 
Bourses, which have fortnightly or monthly settlements, gives 
rise to forward transactions for the settlement dates. It is only 
on rare occasions that the rule of covering all stock arbitrage 
transactions is disregarded, when arbitrageurs hold such definite 
views on the prospects of the exchanges that they are prepared to 
take a speculative risk. This was the case in August and September 
1931, when the exchange on stocks sold by London to Paris was not 
covered, and again during 1936, when sales of stocks by Paris to 
London w’-ere not always accompanied by forward sales of sterling. 

In commodity arbitrage such, for instance, as arbitrage in wheat 
between Chicago or Wimiipeg and Liverpool, the exchange risk 
is usually covered, though arbitrageurs are at times inclined to take 
a view. The volume of Forward Exchange business arising from 
arbitrage in commodities is larger than is generally realised, for in 
practice it is hardly distinguishable from Forward Exchange 
business originating through foreign trade. 



CHAPTER XVI 


SPECULATION AND FORWARD EXCHANGE 


(1) FOEWAKD FACILITIES NOT INDISPENSABLE FOE SPECULATION 

While commercial requirements and arbitrage can secure a steady 
and at times substantial turnover in the Forward Exchange market, 
it is only at times of speculative activity that the turnover reaches 
really high figures. On such occasions the speculative factor 
eclipses every other as a source of Forward Exchange operations, 
even though its counterpart is very often supplied by arbitrage 
operations. It would be idle to deny that the existence of Forward 
Exchange facilities provides good opportunities for speculative 
operations, just as the existence of dealings for forward delivery 
in securities or commodities encourages speculative activity. Not- 
withstanding this, it would be a mistake to exaggerate the import- 
ance of Forward Exchange facilities as a cause of speculatibn. 
Beyond doubt the New York Stock Exchange is by far the most 
speculative of all Stock Exchanges, despite the fact that there is no 
dealing on account. The fact that all purchases and sales take place 
for immediate delivery does not prevent speculators from gambling 
extensively by buying stocks and carrying them by means of loans, 
or by borrowing stocks and selling them. 

In the Foreign Exchange market, too, it is possible to speculate 
without utilising Forward Exchange facilities. Bull speculation 
can take the form of a purchase of spot exchange financed by 
borrowed money. This was done on a very large scale in 1926-28 
during the pre-stabilisation period of the franc. Bear speculation, 
similarly, can be pursued in the spot market by means of selling 
spot exchange and covering within two days, or by borrowing in 
terms of the cxnTency concerned and selling the spot exchange thus 
obtained. There are various other ways of speculating in exchanges 
without transacting any Forward Exchange business. For instance, 
commercial debtors who ow'e money in terms of a currency whose 
depreciation is anticipated and who postpone payment as long as 
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possible, are really bear speculators. Conversely, exporters in 
eountries with exchange restrictions whose exchange is expected 
to depreciate become bull speculators when, to avoid having to 
surrender the proceeds of their exports, they request foreign 
importers to delay payment due in terms of foreign currencies. 
We have seen, too, how in the summer of 1931, London firms 
engaged in stock arbitrage departed from their custom of covering 
the Forward Exchange for stocks sold in Paris. It is thus possible 
to speculate, not only by operating in Forward Exchange, but also 
by abstaining from so operating. 

(2) ATTACKS ON FORWARD EXCHANGE SYSTEM 

These facts should go a long way towards disarming the devas- 
tating criticism which has been directed against the Forward 
Exchange system on the ground that it is mainly responsible for 
exchange fluctuations. The critics forget that one of the most 
notorious bear attacks in history, the attack on the franc in 1924, 
began in the form of wholesale sales of spot francs — that is, 
for delivery in two days — in the hope that in two days the 
exchange would move in favour of the sellers. Where there is a 
will to speculate there is usually a way, and while Forward Ex- 
change facilities make it easier to speculate, they cannot by any 
means be regarded as the sole, or even the main, cause of unsound 
speculative activity. And yet the Forward Exchange system has 
always been made a scapegoat for many of the world’s evils. We 
saw in Chaj)ter V that during the eighties and nineties of the last 
century the Russian Press blamed the Berlin forward, market in 
rouble notes for all the financial ills of the country. In Great 
Britain, too, there was before the war much prejudice against for- 
w^ard dealing in general and dealing in Forward Exchange in 
particular. To quote only one of the innumerable characteristic 
outbursts, in 1910 a business man named Charles William Smith, 
senior partner in an important firm of produce merchants and 
author of imiumerable pamphlets, addressed an open letter to 
Joseph Chamberlain on the eve of the General Election,^ in which 
he referred to '' the sinful and gambling international operations ”, 

^ Subsequently it was published by P, S. King & Son in pamphlet form under 
the title Manifesto onlnterruitionalFinancialandOo^nmercial Gambling in Options 
and Futures {Marchi d Terme) in conjunction with Free Trade and Protection ” ; and 
bore the modest sub-title, ‘‘ A Challenge to the World 
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and demanded international legislation in order to suppress, pro 
hono publico, these international bull and bear gambling oiierations ”, 
adding as a happy afterthought — '' especially the bear, who is the 
invisible enemy of mankind, as well as the direct cause of the 
economic ruin of the world ”, However, the system of Forward 
Exchange seems to have survived this and many other similar 
manifestations of bad temper. 


(3) SPECULATORS AND SPECULATION 

Admittedly there is very little to be said in defence of specula- 
tion in Forward Exchange from a moral point of view. It can 
hardly be said that professional speculators as a class are actuated 
by high moral principles. Speculators in exchanges are usually 
the worst type of gamblers. The difference between gambling in 
stocks and shares or commodities and gambling in exchanges is that 
the former may affect only one section of economic life, wdiereas 
gambling in exchanges affects every section. It is often described, 
and not without justification, as being equivalent to gambling in 
the life-blood of the nation. 

Nevertheless, in the existing system the operations of exchange 
speculators are necessary in order to bridge the temporary gaps 
between supply and demand. In the absence of speculation, official 
intervention would be necessary to supply a deficiency or to absorb 
a surplus, which would otherwise be thrown on the market, thereby 
causing sudden changes in the exchange rates until the equilibrium 
rate was reached. As most Central Banks abstain from intervening 
in the Forward Exchange market, speculation in Forward Exchange 
^performs a function of considerable social utility by absorbing short- 
term surpluses and supplying short-term deficiencies. For this 
reason, while we can find good reason to condemn speculators in- 
dividually, we cannot in the existing order of society condemn 
speculation as such. 

(4) WHO ARE THE SPECULATORS? 

A great deal has been said and written about the speculati%m 
campaigns carried out in the Forward Exchange markets, but 
seldom has any effort been made to ascertain the identity of specu- 
lators. In some instances in the course of law-suits (such as the 
famous Ironmonger v. Dyne case) the names of some gamblers 
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become public , but as a rule they are able to escape publicity, and 
the newspapers, while indulging in veiled references to certain 
sinister groups, seldom mention actual names, especially in coun- 
tries where, as in Great Britain, the law of libel is rather strict. For 
this same reason I, too, must refrain from supplying any names of 
those engaged in Forward Exchange speculation, and shall confine 
myself to indicating in general terms the various categories of 
^speculators. 

Practically every bank emphatically disclaims indulging in 
speculation. Yet the speculative operations carried out by bank 
dealers during the course of a day, even though the positions are 
and must be balanced before closing, none the less affect the ex- 
change rates. If dealers go short or long between 10 a.m. and noon 
the chances are that during the follow^ing hours outsiders will 
follow their example, and the selling or buying pressure thus caused 
enables the dealers to cover before closing time without thereby 
necessarily restoring the exchanges to their opening rates. More- 
over, in every centre there are a few banks which are less strict about 
the covering of their positions every day. In London it is only 
some not altogether first-rate houses which depart from the rule, 
but in one or two continental centres there are some houses whose 
names are everyday w^'ords in international banking circles, which 
undertake speculative operations on a large scale on their own 
account. For years past, whenever there has been an attack on 
a currency it has always been the same names which have appeared 
in the market much more frequently than could be accounted for 
by the volume of their commercial business. In general, however, 
it remains true that banks of standing do not speculate in exchanges, 
but keep their books strictly balanced each day. 

From time to time international syndicates are formed for the 
speculative forward purchase or sale of certain currencies. Apart 
from the continental banking houses in question, these syndicates 
usually include financiers of every description, representatives of 
high finance and low finance, wealthy individuals with plenty of 
money to risk and penniless adventurers with nothing to lose. It 
is not so easy nowadays to buy or sell currencies for forward delivery 
as it was during the early post-war years, when almost anybody 
could walk into almost any bank and open a speculative account. 
So long as he left an adequate margin on deposit no questions were 
asked ; indeed, there was no need for attempting to conceal the 
nature of the business. Today most banks do not carry out For- 
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ward Exchange transactions except on behalf of their clients, and 
it is necessary to pretend, at any rate, that the tranvsactions are 
concluded for genuine commercial purposes. Notwithstanding 
this, professional speculators usually manage to find a back door 
through which they can enter the market if they are refused admit- 
tance at the front door. Some bank in some part of the world is 
usually found to be willing to carry out their orders. 

The general public, which usually takes a hand sooner or later 
in every substantial or lasting speculative movement, whether in 
commodities, securities or exchanges, has also acquired the habit 
of operating in Forward Exchange. But the habit is new : it did 
not exist at the time when Mr. Keynes, in his Tract on Monetary 
Reform, remarked that most amateur speculators throughout 
the world operated in the spot market, w’hile the forw^ard market 
was confined to the professional elements. This is much less so 
now than it was in 1922. In the meantime the general public, 
especially on the Continent, has formed the habit of speculating in 
Forward Exchange whenever such speculation ax->pears profitable. 
At times of sweeping speculative movements it is the large number 
of operations undertaken by outsiders that exaggerates the tendency 
provoked originally by professionals, and, needless to say, it is the 
outside public that is eventually landed with the positions after the 
speculative professionals have taken their profits. 


(5) SPECULATIVE OPERATIONS 

Speculative operations may take the form of buying or selling 
forward for short or long periods, according to the speculators’ view 
of the proximity of the anticipated appreciation or depreciation, 
and according to the discrepancy between short and long forward 
rates. The speculation may take the form of operations either in 
the national currency against a foreign currency or in one foreign 
currency against another. This latter course is taken where there 
are restrictions upon operations in the national currency. In 1924 
Berlin and Vienna were selling francs against sterling or dollars or 
guilders. This method may also be adopted with the object of 
limiting the risk. Those who sold forward francs in 1935-36 banked 
on the devaluation of the franc ; they did not wish to concern them- 
selves with the possible fluctuations of the sterling-franc rate that 
might occur in the absence of devaluation. For this reason, they 
preferred to sell forward francs against dollaiKS, since the operation 
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of . gold points between France and the United States limited the 
extent of the possible appreciation of the franc against the dollar. 

If the speculative position is closed when the forward contract 
matures, its liquidation gives rise to spot transactions only. But 
it can give rise to new forward transactions, in addition to those 
entered into when the position was created, if the speculators should 
decide either to liquidate before maturity or to carry the position 
after maturity. In the first case an outright operation is carried 
out, while in the second a swap is needed to cover the old contract 
and to open a new position. 

Details of the origin and counterpart of speculative forward 
operations are given in Chapter XXV, discussing the relation be- 
tween spot and forward rates. Other aspects of speculative opera- 
tions in exchanges are discussed in various other chapters. 



PART IV 


THE THEORY OF FORWARD EXCHANGE 




CHAPTER XVII 


EVOLUTION OF THE THEORY OF FORWARD EXCHANGE 

(1) LITERATURE BEFORE MR. KEYNES 

Scientific interest in Forward Exchange is of relatively recent 
origin. Until about fifteen years ago — to be exact, until Mr. 
Keynes took up the subject soon after the war — most economists 
ignored the very existence of Forward Exchange. Discussion of 
the subject was regarded as the task of practical writers on Foreign 
Exchange ; theoretical economists, even if they specialised in 
monetary problems, would no more have been expected to write on 
Forward Exchange than on some intricate problems of bookkeeping 
or commercial arithmetic. Even now there are very few economists 
who have given the subject careful consideration and who have 
realised its broader implications. Mr. Keynes’s books and articles 
have nevertheless succeeded in drawing the attention of academic 
economists to the theoretical aspects of Forward Exchange. 

Before Mr. Keynes, writings on the theoretical aspects were few 
and far between, and for the most part they were of little scientific 
value. Practical writers on Foreign Exchange recognised long before 
the war that forward rates are to a large extent influenced by the 
difference between interest rates in the two centres concerned. Many 
writers took this for granted, and did not mention it specifically; 
they merely referred to it casually, in the course of a discussion of 
some interesting movement of exchange rates or of short-term 
funds. One of the few pre-war writers who dealt with the subject 
was Henry Deutsch,^ whose remarks are worth quoting. “ . . . The 
New Y'ork price of forward tt.^ London will depend upon the dis- 
count rates in London and in New York. Therefore, when the 
discount rate in New Y'ork is the same as in London, the price of 
forward tt. will be identical with the price of prompt tt. If money 
in London is cheaper than in New York, then the forward rate for 

^ Henry Deutsch, Transactiom in Foreign Exchanges (London, 1914), p. 174. 

^ Telegraphic Transfer. Its usual abbreviation is T.T. 
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tt. London must be dearer than the rate for prompt tt. London, 
and should the opposite take place then the forward rate for tt. 
London must be cheaper than the rate for prompt tt. London. Of 
course at times the actual rate for forward tt. London may not be 
in harmony with these rules, as the rate of exchange is subject to 
the law of supply and demand/’ Here we have the Interest Parity 
theory of Forward Exchange in its rudimentary form. 

The relation between Interest Parities and Forward Exchanges 
was discussed, long before Deutsch, by Walther Lotz. His article, 
published in 1889,^ is one of the earliest sources of information on 
Forward Exchange, and contains some interesting remarks on the 
influence of interest rates on forward rates. Dealing with the 
Vienna forward market in mark notes, he states that the premium 
on forward mark notes was due to the lower interest rates prevailing 
in Germany. In fact, he had even realised that the forward rate 
is determined, not by one interest rate but by several ; he specific- 
ally mentioned the market rate of discount for prime bills and the 
interest rate on Bourse loans. He pointed out that the reaction of 
forward rates to changes in interest rates was very prompt, and quoted 
an interesting example to illustrate this. While as a rule interest 
rates in the ’eighties were higher in Vienna than in Berlin, on 
September 29, 1888, the rate on Bourse loans in Berlin rose suddenly 
to between 8 and 10 per cent, while in Vienna money was obtainable 
at 6 per cent. On this one day, the forward rate for mark notes 
in Vienna, which until then had stood at a premium, went to a 
discount amounting to 1-| per cent per annum. On the following 
day, interest rates for Bourse loans in Berlin dropped, and forward 
marks in Vienna were once more quoted at a premium. 

(2) MR. KEYKES’S CONTRIBUTION 

The facts on which the Interest Parity theory is based have, of 
course, been evident to every exchange dealer ever since the begin- 
nings of ForwTird Exchange operations, many decades before the 
war. The dealer’s task, how^'ever, was to work upon these facts, not 
to writ© about them. In any case, few dealers would have been 
able to realise the theoretical significance of Interest Parities. 
Mx. Keynes was the first to put the practical rules of the relation 
between forw^ard rates and interest rates into scientific form. The 

1 Walther Lotz, ‘‘Die Wahrungsfrage in Osterreich-Ungarn ”, SchmoUers 
Jahrbuch voL 13 (1889), p. 35. 



CHAP, xvii _ EVOLUTION OF THE THEORY 151 

Interest Parity theory of Forward Exchange must be regarded, 
therefore, as one of his many contributions to the progress of 
Economic Science. Ever since the publication of his article on 
Forward Exchange in the Manchester Guardian Reconstruction 
Supplement, writers on the subject, whether British or foreign, have 
made extensive use of his conclusions, which have thus become 
the foundation of practical^ the whole existing post-war literature 
on the theory of Forward Exchange. 

The most detailed explanation and analysis of the Interest 
Parity theory is to be found in Mr. Keynes’s Tract on Monetary 
Reform.^ His main points may be summarised as follows : 

1. The most fundamental influence on forward rates is the differ- 
ence between the interest rates obtainable on short money. 
The forward rate expressed in percentage per annum tends 
to be equal to the difference between interest rates in the two 
centres. 

2. The Forward Exchanges of countries without adequate short- 
loan markets tend to behave as if interest rates in the countries 
concerned were very low, even though the prevailing interest 
rates are rather high.^ 

3. If political or grave financial uncertainty prevails in a 
country, no forward business is done in its exchange on any 
substantial scale at any reasonable rate. 

4. Forward rates tend to fluctuate around their Interest Parities 
in accordance with supply and demand. If the Interest 
Parity is 1|- per cent per annum, then the forward rate would 
tend to fluctuate normally between 1 and 2 per cent per 
annum. 

5. Whenever forward rates depart from their Interest Parities 
to a sufficient extent to yield arbitrageurs sufficient profit 
(Mr. Keynes estimates the minimum at | per cent) to make 
it worth their while to operate, they will shift funds to the 
more profitable centre. 

6. If the bulk of business in a particular exchange is in the hands 
of a fe^w houses, or if there is agreement between the leading 
dealers regarding the forward rates to be quoted, then the 
rates quoted may depart materially from their Interest 
Parities. 

^ Pp. 122-132. 

“ This was largely in accordance with experience during the early post-war 
period covered by Mr. Keynes’s book, bxit subsequent experience has led to different 
results. 
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7. The floating capital available for transfer from centre to 
centre for interest arbitrage is by no means unlimited, and 
is not always large enough to bring about a readjustment of 
forward rates to their Interest Parities. 

8. With an inconvertible paper currency, the only immediate 
effect of a change in the Bank rate is to cause a new adjust- 
ment of the forward rates. 

(3) EXOLISH LITERATUEE 

Mr. Keynes’s concrete proposals regarding Forward Exchange 
operations will be discussed in later chapters dealing with the 
Forward Exchange operations of Central Banks. Here we shall 
confine ourselves to tracing the evolution of the theory of Forward 
Exchange, an evolution in which the pubhcation of A Tract on 
Monetary Reform wdbS an important landmark. In his subsequent 
writings, in Jl Treatise on Money and in an article in Lloyds Bank 
Monthly Review, Mr. Keynes enlarges upon his practical pro- 
posals, but on the theoretical side adds little that is essential. 
This is to be regretted, for Mr. Keynes is better qualified than 
any other economist to follow up the lines of inquiry he first opened 
up. Since the pubhcation of A Tract on Monetary Reform the 
evolution of the theorj?- of Forward Exchange has made but little 
progress. Yet there was a great deal which was left unsaid by Mr. 
Keynes and by those theoretical witers who followed in his foot- 
steps. 

In the Anglo-American literature on Forward Exchange since 
the publication of Mr. Keynes’s theory, some practical writers have 
contributed minor points on the borderline of theory and technique. 
Among the contributions of English theoretical economists to the 
evolution of a theory of Forward Exchange that of Mr. Hawtrey 
is second only to the contribution of Mr. Keynes. In an essay on 

Mr. Keynes’s Treatise on Money ” ^ he raises several new points, 
and follows up other points raised by Mr. Keynes. The chief 
merit of his work is that it lays stress upon the possibility of 
lasting discrepancies between Interest Parities and forward rates 
even in normal conditions. He discusses the limitations of the 
volume of liquid funds which are available for international trans- 
fers through interest arbitrage. He also describes in detail how 
the law of Interest Parities actually works. It is a pity that he 

1 R. 0. Hawtrey, The Art of Central Banking (London, 1932), pp. 406-411. 
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confined himself largely to crossing the f s and dotting the i’s of 
Mr. Keynes’s text, and did not embark npon an examination of the 
fundamental aspects of Forward Exchange, a task for which he 
would be particularly qualified. 

My own modest contribution to the subject consisted of a 
detailed examination of the relations between forward rates and 
gold points.^ In the September 1936 issue of the Economic Journal 
I wrote an article entitled Some Theoretical Aspects of For- 
ward Exchanges ”, in which I raised some fundamental points 
extracted from the present book which was then in preparation. 
Another recent contribution to the subject is that made by Mr. 
W. W. Syrett,^ a practical banker, who raised the question of the 
effect of Purchasing Power Parities on Forward Exchanges, even 
though he did not indicate exactly how and why his theory was 
supposed to work. A critical examination of his article is to be 
found in an article of mine, The Theory of Forward Exchanges ”, 
in The Banker, July 1936, and the December 1936 issue of The 
Banker published Mr. Syrett’s reply to my criticisms. Apart from 
these, and apart from a number of unsigned articles in various daily 
and weekly newspapers and magazines, commenting for the most 
part on current developments in the foreign exchange market, 
remarkably little has been published in English on the theoretical 
aspects of Forward Exchange. An unpublished thesis by Mr. L. 
C. Duncan contains some interesting, if inadequately digested, 
material on various theoretical points. Its chief merit is that it 
elaborates a number of interesting charts showing the degree to 
which the curves of forward rates and those of their various 
Interest Parities tend to run parallel with each other. Mr, Duncan 
reahsed that Interest Parities are not always the cause and forward 
rates not always the effect, but he did not realise the broader 
implications of this fact. In spite of its numerous deficiencies, 
the thesis would have been weU worth publishing.'^ 

1 Paul Einzig, International Gold Movements, 2nd ©d. (liondon, 1931), pp. 118- 
122. Reprinted from tii© March 1931 issue of the Economic Journal. 

2 w. W. Syrett, “ The Theory of Forward Exchanges Re-stated ”, The Banker, 
June 1936. 

® Lyman C. Duncan, A Study of the Course of Forward Exchange Bates during 
the Last Few Years. Thesis (unpublished), London School of Economics, April 1934. 

^ Mr. Duncan’s work provides an outstanding example of the kind of thesis 
which students of economies should be induced to midertake. Instead of producing 
dozens of theses on the same general subjects, consisting largely of paraphrased 
versions of their Professors’ lectures, students ought to be made to specialise in 
neglected subjects in which they can do original work and can carry out detailed 
research for which economists have no time. 
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(4) OEBMAlSr LITEBATURE 

The German post-war literature of the theoretical aspects of 
Forward Exchange has not been so extensive as it might have been 
expected to be, in view of the interesting material made available 
by pre-war German and Austrian authors, and in view of the 
practical interest in the subject during the inflation period and also 
during the subsequent period of borrowing abroad through the 
intermediary of Forward Exchange. The two German booklets 
which deal with the subject — Dr. Joachim Vogel, Das Devisen- 
termingeschdft, and Dr. Carl August Fischer, Das Devisentermin- 
geschdft in seinen Bezielmngen zur Wdhrung und Wirtschaft — contain 
very useful material, especially upon the post-war experience of 
Germany, and upon points on the borderline between theory and 
technique. Dr. VogeFs book has a theoretical section of some 
20 pages, but it deals largely with practical questions. Its theo- 
retical interest lies in the application of Mr. Keynes's theory to 
German post-war conditions^ and in the description of the factors 
influencing forward rates in conditions of advanced inflation.^ But 
Dr. Vogel does not touch upon the more fundamental aspects of 
his subject. Dr. Fischer is more inclined to dwell upon theoretical 
problems such as the relation between spot and forward rates, ^ in 
which respect his book is second to none. But whenever he appears 
to be on the point of saying something fundamental, he changes the 
subject. Notwithstanding this, his book is easily the best of those 
devoted exclusively to Forward Exchange. 

A number of articles in German periodicals such as Bank- 
ArcMv^ Banh-Wissensdtafi, Die Bank, W eltwirtschaftliches Archiv, 
etc., and in the HandimTterbuoh des Bankwesens,^ contain many 
stimulating suggestions, all very helpful to one engaged in the task 
of piecing together the comprehensive theory of Forward Exchange. 
The task itself, however, was not even attempted by any German 
writer on the subject, although several of them might have been 
well quahfied to accomplish it. 

(5) EEBNCH LITERATTJBE 

It is only natural that the contribution of French financial 

^ Pp. 46-48. 2 pp, 42.40^ 3 pp, 39,40 45 . 50 . 

^ The article by Rudolf Beerensson on “ Devisen-Swap ” is particularly worth 
noting. Eor othor Uannan articles on the subject, see the Bibliography. 
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literature to the evolution of the theory of Forward Exchange 
should be inferior to that of either English or German financial 
literature. Until the war, Paris knew no more about Forward 
Exchange than London did, and in any case in technical problems 
French authors could hardly compete with either German or 
English authors. Nevertheless, there is a French book devoted 
exclusively to Forward Exchange — ^which is more than the vast 
Anglo-Saxon financial literature has produced until now. Even 
though M. Casamajor ^ deals mostly with practical and historical 
material, from the limited and one-sided point of view of the Paris 
market, his book contains some interesting theoretical observations. 
He raises the point of the effect upon forward rates of the volume 
of funds available for foreign exchange purposes, in the case of a 
currency whose speculative market is mainly abroad. On the 
whole he, like most writers on Forward Exchange, draws extensively 
upon the material provided by Mr. Keynes without carrying the 
theoretical aspects of the subject much further. 

Another writer in French on Forward Exchange is Mr. J. 
Lockhart,^ whose book contains one or two interesting remarks on 
broader aspects of the subject. The Encyclopedie de Banqtie et de 
Bourse contains an interesting anonymous contribution on For- 
ward Exchange which is, however, for the most part historical and 
practical. 

(6) ITALIAN LITEEATURE 

Italian post-Tract-on-Monetary-Reform ” literature on For- 
ward Exchange approaches in importance German writings on the 
subject. Signor Giovanni Demaria ^ published in 1 928 an interesting 
monograph analysing the movements of the forward lira-sterling 
rate. This valuable contribution — ^which published for the first 
time charts and tables comparing forward rates with their Interest 
Parities — -has not received the recognition it deserves. In Italy 
itself its very existence is ignored, even by many specialists on the 
subject. Like the German authors, Signor Demaria deals exten- 
sively with the effect of speculation on forward rates. Writing on 
the basis of the one-sided experience of the market in the lira, he 
lays stress upon the inadequate organisation of arbitrage and upon 

^ Jean Casamajor, Le Marchi d, terme de$ changes en France^ 2nd ed. (Paris, 
1925). 

2 J. Lockhart, Le March4 des changes de Paris (Paris, 1924), Part II. 

® I Saggi di Riporto e di deporto deUa Lira Italiana a Loivdra dal 1921 al 192S. 
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the effect of official intervention. Another Italian author, Signor 
Ettore Lonisso, in his general work on Foreign Exchange,^ deals 
extensively with Forward Exchange problems. His observations 
that the relative limit of forward rates is determined by the cost 
of overdrafts, though not altogether original — it had already been 
discovered by Dr. Vogel — are particularly interesting. 


(7) LACK OF COMPREHENSIVE ANALYSIS 

This description of the literature upon the theoretical aspects of 
Forward Exchange in the four principal European languages can 
hardly claim to be anything more than a bird’s-eye view. It is 
sufficient to remark that there is a certain amount of material on 
this subject, but all these various works have remained more or less 
isolated and the same truths have had to be discovered independently 
in each of the four countries. The only connecting link between 
them is Mr. Keynes’s work, which appears to have been studied 
extensively all over the world. 

None of the works dealt with above has produced a really com- 
prehensive theory which covers the whole immense range of 
questions involved. Above all, past writers have failed to penetrate 
into the fundamental aspects of Forward Exchange and to link up 
the theory of Forward Exchange with monetary and economic 
theory in general. In the following ten chapters an attempt will 
be made to fill the blank spaces in the Literature on the theory of 
Forward Exchange ; to co-ordinate the existing material and to 
complete it by the inclusion of points which have hitherto received 
no adequate attention ; and to examine the broad implications of 
Forward Exchange in relation to the economic system as a whole. 
While it would be ungenerous not to pay a well-deserved tribute 
to those who have done pioneer work in this field, it is necessary 
to point out that the elaboration of a comprehensive theory of 
Forward Exchange required much more than mere compilation 
and co-ordination of the existing material which, even collected 
and co-ordinated, would leave many fundamental questions un- 
answered. 

1 Ettore Lorusso, La Tecnica dei Camhi Esteri (Milan, 1932), Part IV. 
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(1) NEED FOB DEFINITION 

Eveb since practical and theoretical experts began to write about 
Forward Exchange they have been referring to the ‘‘ difference be- 
tw^een short-term interest rates quoted in two centres as the basis of 
Forward Exchange rates. This difference — which, for the sake of 
simplicity and convenience I call Interest Parities — has never been 
defined adequately. Most writers on the subject consider it suffi- 
cient to refer to the difference between short-term interest rates and 
leave it at that. It is, therefore, high time an effort was made to 
ascertain precisely what Interest Parities mean. What exactly are 
the short-term interest rates which should be used as a basis for 
comparison ? Evidently the rates which mainly matter are those 
which are used for the purpose of interest arbitrage. On the 
surface, therefore, the definition of Interest Parities appears to be 
essentially a matter for practical Foreign Exchange dealers. On 
closer examination, however, it is seen to involve problems for the 
theoretical expert also. 

Before everything else I am anxious to avoid conveying the 
impression that Interest Parities — ^simply because I call them 
‘Vparities ’’—are something concrete, definite, and fixed, like Mint 
Parities. The latter have a concrete existence, being the definite 
arithmetical ratio between the weights of gold that legally represent 
two currencies. The Interest Parity, on the other hand, is essen- 
tially a vague conception. It has no concrete existence apart from 
the forward rates. Its exact figure is practically impossible to 
ascertain, and even its approximate figure is a matter of controversy. 
From a practical point of view there is not one but several Interest 
Parities, and it is their weighted average that should be regarded as 
the theoretical Interest Parity. 
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(2) COMPABISON WITH PTJBCHASIHa POWER PARITY 

While Interest Parities are much less concrete than Mint 
Parities, they are on the other hand much more definite than Pur- 
chasing Power Parities. In many ways, however, Interest Parities 
resemble Purchasing Power Parities. In particular : 

1. Both Interest Parities and Purchasing Power Parities are 
essentially vague and difficult to define, and are matters of 
controversy ; though Purchasing Power Parities are more 
so than Interest Parities. 

2. Both are essentially elastic. While Mint Parities are rigidly 
fixed at a definite figure, Interest Parities and Purchasing 
Power Parities are subject to wide fluctuations. 

3. Discrepancies of the actual rates from both Interest Parities 
and Purchasing Power Parities occur frequently, and at 
times are apt to be very wide and persistent. Here again, 
these qualities are present to a larger degree in Purchasing 
Power Parities than in Interest Parities. 

4. Both Interest Parities and Purchasing Power Parities, while 
influencing the actual exchange rates for which they form 
the equilibrium level, are in turn themselves influenced by 
those rates. Admittedly, in one sense, even Mint Parities 
are at times influenced by the actual exchange rates, since 
a de facto depreciation is often confirmed by a de jure de- 
valuation, These cases are, however, exceptional, whereas 
spot exchanges affect Purchasing Power Parities and Forward 
Exchanges affect Interest Parities as a matter of normal 
routine. 

5. Both Interest Parities and Purchasing Power Parities are 
subject to the outside influences which affect the exchange 

• rates also. Thus, speculative activity in exchanges may 
affect forward rates and also their Interest Parities by pro- 
voking a rise in the Bank rate ; the failure of the crop in a 
country may cause its commodity prices to rise at the same 
time as it causes its exchange to depreciate through its effect 
on the trade balance. 

(3) BANK RATE PARITIES 

It would be easy to suggest that the difference between the Bank 
rates prevailing in two centres should be regarded from a theoretical 
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point of view as the Interest Parity of the Forward Exchange. 
From a practical point of view, however, this Bank rate parity is 
entirely inadequate, for it is not on the Bank rate but on the actual 
interest rates prevailing in the markets that Foreign Exchange 
dealers base their arbitrage transactions. Yet from a theoretical 
point of view, forward rates in the long run are inclined to follow 
the difference between Bank rates, for the simple reason that most 
short-term interest rates are incHned to move in step with their 
respective Bank rates. Indeed, to a remarkable degree changes 
in the Bank rate are capable of affecting forward rates even when 
the latter are at a considerable distance from their Interest Parities. 
In 1936, forward rates of the French franc responded instantly to 
the reduction of the Bank of France’s rediscount rate, notwith- 
standing the fact that the discrepancy between Interest Parities 
and forward rates was very wide ; but it should be noted that the 
various interest rates in the Paris market also responded instant- 
aneously to the reduction of the Bank rate. 

At times of monetary stringency, the Bank rate may play a 
direct part in interest arbitrage. When the percentage yield on 
interest arbitrage exceeds the Bank rate, banks with inadequate 
liquid resources may rediscount part of their bill portfolios at the 
Central Bank and use the proceeds for swap transactions. On such 
occasions, provided that the Central Bank is willing to rediscount 
freely and the banks are willing and able to make use of its facilities 
to a large extent, the movement of forward rates is limited by the 
Bank rate, and the limit changes with a change of the Bank rate. 
Notwithstanding this, the importance of Bank Rate Parities is in 
practice, and even in theory, relatively small. 

(4) DISCOUNT RATE PARITIES 

Market rates of discount are much more suitable than Bank rates 
as a basis for calculating Interest Parities. Before 1931 the dis- 
count rate parity could very largely be regarded as the Interest 
Parity, for the bulk of funds engaged in interest arbitrage was 
invested in bills, especially in London and (though in less degree) 
in New York and Paris. Even then, however, this method was not 
altogether satisfactory. BiU rates were not of equal importance 
in the various centres, nor were they always strictly comparable. 
The volume of interest arbitrage done on a basis other than the 
ratio between bill rates in two centres was at times large. Nor 
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was there a single uniform bill rate in any one centre at any 
given moment, as there has since been as a result of the decline 
in rates to a low level after 1932. There was formerly a differ- 
ence between parities based on fine bank bills, Treasury bills, 
etc. Moreover, while the bank rate parities were the same for 
any period np to three months, discount rate parities varied 
widely according to the period, which introduced another element 
of complication. 

(5) DEPOSIT BATE PARITIES 

Since 1932 the significance of bill rates from the point of view 
of calculating Interest Parities has declined, especially as deposit 
rates on foreign balances are no longer based upon them to the same 
extent as before. Prior to 1931 the rate allowed on foreign banking 
time deposits usually approximated to the bill rate. At present, 
these deposit rates are usually considerably higher than bill rates, 
especially in London. Thus the deposit rate parity has superseded 
the discount rate parity as the most important element in Interest 
Parities, 

The trouble about Deposit Rate Parities is that they are very 
difficult to ascertain. The market rate of discount is usually 
published in the principal centres. For deposit rates, on the other 
hand, there are no authentic figures available in some centres. 
The rate to be taken into consideration is certainly not the standard 
rate which is allowed to any new customers. As is well known, 
bankers as a rule are prepared to allow a higher interest rate to 
their foreign banking correspondents. Thus, while at the time of 
writing the standard rate for a three months’ foreign deposit in 
London is | per cent, foreign banks can easily get | per cent, and 
even 1 per cent. The actual rate is a matter of negotiation, and 
it varies from bank to bank and from day to day, according to 
whether Foreign Exchange dealers are anxious to increase their 
working resources. Five-thousand-a-year American bank repre- 
sentatives in London are usually supposed to earn their keep simply 
by reason of the extra yV i cent they are able 

to secure on the sterling deposits of their banks. The willingness 
of Foreign Exchange dealers to allow high deposit rates depends 
on their relations with their head offices. If they are in debit at 
head office and if the interest rate charged for book-keeping pur- 
poses on this debit is relatively high, then the dealers may be in- 
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dined to allow fairly high deposit rates to foreign banks. They 
cannot, however, go beyond certain limits. In any case, the amount 
that is taken is not unlimited, and the interest rates are always a 
matter of negotiation ; they cannot be obtained automatically. 
Another difficulty is that in certain instances deposit rates vary ac- 
cording to the amount involved. While in former days large deposits 
received better rates than small deposits, since the banks began 
to suffer from an embarras de richesse many of them have reversed 
this policy. In order to defend themselves against an unwanted 
influx of bad money ”, they began to refuse payment of interest 
upon more than a certain amount per account, or upon new accounts 
in general. Such measures were taken by the Swiss banks during 
1931 to 1935. In such instances it is impossible to take deposit 
rates as the basis for calculating Interest Parities, since the rates 
depend on the position of individual accounts. Another method 
of discouraging the influx of foreign funds is that — adopted in the 
United States during 1935 — of declining to pay interest on a deposit 
during the first month. This introduces another element of com- 
plication in calculating the deposit rates for purposes of Interest 
Parities. 

(6) CALL MONEY RATE PARITIES 

Day-to-day money rates may also form part of the basis of 
Interest Parities. After aU, to some extent banks employ their 
liquid resources in day-to-day loans in foreign centres, and the 
yield on such loans may to some degree influence the amount used 
for interest arbitrage. It is true that, as a general rule, covered 
interest arbitrage is undertaken for definite periods, short or long, 
since it is necessary to cover the Forward Exchange for a definite 
period. The fact that call money is liable to be repaid at any time 
by the borrower does not, however, necessarily preclude the possi- 
bility of covering the Forward Exchange for a definite date. Even 
though individual borrowers may repay the funds before the forward 
contract matures, the call money market as a whole can generally 
re-absorb it. Admittedly, the possibility of premature repayment 
makes the calculation of the yield rather difficult, and arbitrageurs 
have to allow for the risk of having to re-lend at lower rates to 
avoid undoing the swap at a loss. For this reason, it is only when 
call money rates are relatively high, when they have a distinctly 
rising tendency, or when the forward rates are in themselves 

M 
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particularly favourable to arbitrage, that covered arbitrage is 
undertaken in call money. 

There are various types of short loans which may serve as a 
basis for interest arbitrage. And different types are involved in 
different centres. In New York, brokers’ loans are of predominant 
importance. Time money is at times suitable as a basis for 
Interest Parities, but it has no equivalent either in London or in 
other centres. In London, Stock Exchange loans do not as a rule 
attract foreign arbitrage funds. Their rates are not quoted regularly, 
and vary according to the case. 

An interesting question is whether it is the rates on loans over- 
night or renewal rates that should be used as a basis for Call Money 
Rate Parities. As a general rule, renewal rates are much more 
important. At times, however, on the occasion of heavy settlement 
dates or balance sheet dates, the rate for loans overnight temporarily 
assumes considerable importance ‘in the Forward Exchange market 
and affects short forward rates. 

(7) MULTIPLICITY OF INTEREST PARITIES 

As Foreign Exchange dealers transact interest arbitrage on the 
basis of all these different kinds of interest rates, it may be asked 
whether there are not several Interest Parities ? From a practical 
point of view this is indeed the case, and since there is only one 
forward rate for any given period at any given moment, it is 
not often possible for this forward rate to be at equilibrium with 
aU. its Interest Parities. It may be at equilibrium with the discount 
rate parity, but in that case it is not at equilibrium with the deposit 
rate parity or loan rate parity. From the point of view of the 
Foreign Exchange dealer this is an advantage, for even during 
periods of comparative equilibrium it is often possible to carry out 
interest arbitrage on one or other of the various bases. There is 
seldom a complete equilibrium between forward rates and all their 
Interest Parities, though discrepancies are often not wide enough 
to give rise to transfers of funds. 

Writing from an essentially practical point of view, Herr Rudolf 
Beerensson ^ remarks that the average level of interest rates in a 
country is a purely theoretical notion. ‘'It is precisely because 
there is in every country a discrepancy between interest rates on 

^ In his article on “ Devisen-Swap ’’ in the Bandworterbuch des Bankwesens, 
p. 155. 
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overdrafts, loans and securities, commercial bills, bank bills, etc., 
that there are interesting and often rather profitable possibilities 
for interest arbitrage.” 

(8) ELEMENTS OP COMPLICATION 

Unquestionably, from a practical point of view there are quite 
a number of Interest Parities. Owners of liquid funds usuaUy like 
to spread their investments between the various types of short- 
term loans, and this desire applies also to funds they employ abroad . 
In transferring balances from one centre to another they do not as 
a rule want to switch over from one type of investment to another 
unless it is particularly profitable to do so. Very often, however, 
such a switch-over is indispensable for interest arbitrage, owing to 
the fact that the same type of investment may not exist in both 
centres, or, if it exists, may have a totally different meaning. In 
consequence, when switching over from sterling to dollars or francs, 
dealers very often also switch over from one type of investment to 
another. 

To complicate matters further, the amount of interest paid by 
the debtor is not necessarily the same as that received by the 
creditor. In the United States, for instance, there is a tax on the 
yield on short-term investments earned by foreign lenders. Thus, 
while from the point of view of American banks it is the actual 
amount paid which is taken into consideration, from the point of 
view of foreign banks it is the net amount after deduction of this 
income tax that forms the basis of calculation. At the time of 
writing, when deposit rates and bill rates in New York are about 
J per cent, the tax of 10 per cent means nothing, but at a time when 
short-term investments yield 5 per cent or more the tax becomes 
a factor in calculating Interest Parities. 

Interest Parities are not identical for various periods. The 
parity between one-month bills in London and New York may be 
totally different from the parity between three-months biUs in the 
two centres. In particular, short-money rates are apt to rise 
suddenly in centres where there happens to be a particularly heavy 
end-of-month or end-of-year pressure, in which case Interest Parities 
for loans for the turn of the month ma}?' be entirely different from 
Interest Parities for one month or three months. This provides 
a partial explanation of the occasional rise in the premium of dis- 
count on Forward Exchange for short maturities to fantastic levels. 
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(9) BATES ON ACCEPTANCE CBEDITS AND OVEBDBAFTS 

Hitherto we have been dealing with Interest Parities based on 
interest rates at which banks are prepared to invest their funds in a 
foreign centre. Forward rates are, however, also influenced by 
interest rates at which banks are prepared to lend to foreign 
borrowers. The most important of these rates are those on accept- 
ance credits and on overdrafts. The cost of borrowing by means of 
acceptance credits includes, not only the bill rate, but also the 
commission, which even at any given moment will vary rather 
widely according to the standing of the lender, the borrower, the 
nature of the bills, etc. Although the use of acceptance credits 
does not in itself constitute interest arbitrage even if the exchange 
risk is covered by means of forward transactions, the relative amount 
of the cost tends to influence the extent to which acceptance credits 
are used in various centres. For this reason, the cost of acceptance 
credits tends to influence forward rates, and the relative costs 
therefore establish a type of Interest Parity. 

The rates charged to foreign banking correspondents on over- 
drafts on nostro accounts constitute an important element in the 
Forward Exchange market. As we shall see in the next chapter, 
in certain circumstances they fix a limit to the deviation of forward 
rates from their Interest Parities. 

(10) INTEEN AL j;. INTEBNATIONAL INTEEEST BATES 

The difficulties of ascertaining the figure which, from the point 
of view of the theory of Forward Exchange, might be called 
the Interest Parity between two exchanges are considerable. And 
yet, it should be possible to elaborate such a theoretical parity. 
After all, somewhat similar difficulties arise when index numbers 
of prices, wages, cost of living, etc., are compiled. It is the 
task of statisticians to compile an average which, while of little 
or no significance in practical arbitrage, may be accepted none the 
less as the theoretical Interest Parity. What is needed is the 
elaboration of a scientific average weighted according to the relative 
importance of various rates for interest arbitrage. And since their 
relative importance is subject to changes, the weighting should be 
altered accordingly. In fact, an index-number for short-term 
interest rates has actually been compiled, for London by the London 
and Cambridge Economic Service and for New York by the Harvard 
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Economic Service. Unfortunately, neither of these is ideal for the 
purpose of calculating Interest Parities. Both have been compiled for 
the purpose of ascertaining the average interest rates for short-term 
borrowing in general, and not to ascertain the average of the rates 
that influence international transfers through covered interest 
arbitrage. The index of the Harvard Economic Service is particu- 
larly unsuitable from the arbitrage view-point, for it is the average 
of the market rate of discount, the call money rate, time money rate 
and commercial paper rate. The second and third of these do not 
regularly influence interest arbitrage, except under special con- 
ditions such as the boom of 1928-29. As for commercial paper 
rates, they hardly play any direct part in interest arbitrage. I do 
not mean to suggest that purely domestic interest rates such as the 
rate on commercial paper in New York, or the rate on advances in 
London, or the rate on ‘‘pensions” on Bons de la Defense Nationale 
in Paris, have no effect whatever upon interest arbitrage. While 
their direct influence may be negligible, they are capable of influ- 
encing the transfer of short-term funds indirectly. The relative 
level of domestic interest rates influences the banks’ decision as to 
the amount to be employed in interest arbitrage. If domestic 
money rates are relatively high, a minor discrepancy between 
forward rates and their transfer points will not cause large transfers. 
If domestic money rates are relatively low, banks are only too glad 
to take advantage of any minor discrepancies between forward rates 
and their Interest Parities. This of course concerns only bilateral 
arbitrage, for those who have to choose between two foreign centres 
are not concerned with domestic rates. 

(11) “ IKDIFFERENGE RATE” 

Forward rates are at an equilibrium with their Interest Parities 
when there is no profit in transferring funds from one centre to 
another for the purpose of covered interest arbitrage. This does 
not mean that whenever Foreign Exchange dealers do not consider 
it worth while to transfer funds, forward rates are at their Interest 
Parities. As we shall see in the next chapter, the discrepancy 
between Interest Parities and forward rates must assume a certain 
magnitude before it induces dealers to act upon it. Interest 
Parities are the forward rates at which no profit at all can be 
made on interest arbitrage, whether active or passive, since 
the yield on funds would be exactly the same in the two centres. 
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assuming that the Forward Exchange is covered. Signor Ettore 
Lorusso very aptly calls this rate the frezzo di indifferenza ^ or the 
rate at which it is a matter of indifference in which centre the liquid 
funds at the bank's disposal are kept. That is, it is a matter of 
indifference from the point of view of the yield obtained. Holders 
may prefer to invest their funds in one centre or the other even if 
the yield is equal, for reasons of convenience, liquidity, security, 
etc. Interest Parities, however, are concerned only with the yield. 

(12) METAPHYSICAL EXPLAHATIOH OF INTEBEST PABITIES 

Hitherto we have endeavoured to explain the meaning of 
Interest Parities on an essentially concrete and practical basis. 
There is, however, another line of approach. It is worth while to 
attempt to explain Interest Parities also through abstract methods 
bordering on the realm of metaphysics. To a large degree, interest 
arbitrage with covered exchange risk is transacted not by means of 
buying spot or Forward Exchanges outright but by means of swap 
transactions. Now a swap transaction is an exchange of a loan in 
terms of one currency for a loan in terms of another currency. If 
the interest rates in the two markets are not equal, it is natural that 
there should be a difference in the relative cost of the two loans. 
If the interest in New York is higher than in London, then the 
American banker who swaps a dollar loan for a sterling loan should 
obtain compensation for employing his funds in the cheaper 
market. Thus the owner of sterling has to pay a larger amount 
for the dollar loan. This means that he loses on the swap while 
the owner of dollars gains on it. The owner of a currency with 
a forward discount always gains on the swap, and the owner of 
a currency with a forward premium always loses on it. Loans in 
the currency of a country with high interest rates are scarcer and 
more valuable than loans in the currency of a country with low 
interest rates. Normally, the profit obtained by the lender of the 
currency whose forward exchange is at a discount should represent 
the difference between interest rates in the two countries. 

To illustrate this, let us take an example. Let us suppose that 
the spot sterling-dollar rate is $5,00 to £1, while the premium on 
forward sterling is IJ cents for three months, being equivalent to 
1 per cent per annum. The interest rate in the New York market 
is 2 per cent per annum, while in London it is 1 per cent. Thus the 

^ Ettore Lorusso, La Technica dei Cambi Ester% p. 296. 
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Interest Parity is 1 per cent per annum in favour of sterling, or a 
premium of IJ cents for three months. We can borrow in London 
at 1 per cent and in New York at 2 per cent. If we borrow in 
London and swap our sterling loan for a dollar loan it means that 
we have to give away 1 per cent on the buying of forward sterling 
at a premium. The cost of the loan is 1 per cent, plus a premium of 
1 per cent, making a total of 2 per cent, the same as the cost of 
borrowing in dollars in New York. If we borrow dollars in New 
York at 2 per cent and swap the dollar loan for a sterling loan, we 
benefit by the discount on forward dollars. We can get 1 per cent 
interest in London and thus benefit by the forward discount of 
1 per cent, making a total of 2 per cent, which is equal to the cost 
of the dollar loan in New York. This is as it should be when the 
forward rate rs at its Interest Parity. If we own sterling we can 
lend it in London at 1 per cent, or we can swap it for a dollar loan 
and lend it in New York at 2 per cent, in which case we have to 
give away 1 per cent in the forward discount on the dollar, so that 
the net yield is only 1 per cent. If we own dollars we can lend 
them in New York at 2 per cent or we can swap them for a sterling 
loan and re-lend in London, in which case we gain 1 per cent on the 
premium on forward sterling, so that the true yield is 2 per cent. 

(13) SUPPLY AND DEMAND 

The relative cost of loans in two centres tends to determine the 
forward rate, just as the relative cost of two commodities tends to 
determine their relative value. If a certain commodity costs 100 
units to produce and another commodity costs 110 units, then, 
other things being equal, their exchange value will be 100 against 
110. If £100 produces £101 in a given period, while 500 dollars 
produce 510 dollars in the same period, then the use of £100 for the 
period will cost £1, while the use of 500 dollars will cost 10 dollars. 
Therefore the owner of dollars is prepared to exchange his holding 
against sterling only if he is compensated for the difference by 
receiving an additional 5 dollars. 

In practice, the cost of production does not in itself entirely 
determine the relative prices of commodities. Supply and demand 
modify the effect of costs on prices. Similarly the cost of loans 
determines the forw^ard rates only if supply and demand are evenly 
balanced at the rates representing the difference between the cost 
of loans in the two centres. Any discrepancy between supply and 
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demand modifies the rates, just as a discrepancy between supply 
and demand causes a deviation of the relative prices of commodities 
from their relative costs of production. If the number of those 
who want to get dollar loans in return for sterling loans is larger 
than those who want to get sterling loans in exchange for dollar 
loans, the profit obtained by holders of dollars becomes larger than 
the difference between the cost of sterling and dollar loans. 

It is necessary to add that, for the sake of the above meta- 
physical argument, we assumed that borrowing and lending rates 
in a centre at a given moment are identical, which is by no means 
always the case. Moreover, in practice Forward Exchange trans- 
actions need not represent the swap of a loan in national currency 
against a loan in a foreign currency. The ultimate counterpart 
may be provided by a great variety of transactions. In fact, it 
is not often that the counterpart of a swap undertaken for interest * 
arbitrage is another swap also undertaken for interest arbitrage in 
the opposite direction. For, as a rule, when it is profitable to 
transfer funds for interest arbitrage from London to New York, 
the reverse operation would result in a loss. There are, admittedly, 
exceptions to this rule. Discrepancies between various Interest 
Parities may make it possible to undertake arbitrage transfers 
simultaneously from London to New York and from New York 
to London. The employment of uncovered balances for swap opera- 
tions also tends at times to produce a similar result. Finally, the 
shortage of loan accommodation in a centre may give rise to swap 
transfers from another centre even if the operation appears to 
result in a loss. Nevertheless, in the predominant majority of cases 
the counterpart of an arbitrage swap operation is not another 
arbitrage swap operation, but some other exchange operation. 
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(1) THE EQXJILIBBItTM LEVEL OF FORWARD RATES 

There is a fairly widespread — though of course fallacious — belief 
that a Forward Exchange is at equilibrium only when it is at parity 
with the spot rate and that the existence of a forward premium or 
discount is a sign of disequilibrium. This view has been expressed, 
among others, by Mr. J. H. Huizinga,’* who says that “when in a 
purely non-speculative forward market supply and demand are 
equal . . . the forward rates will be at par with spot rates And 
the same opinion is held by various practical experts, despite the 
lessons of their own practical experience. Actually, parity with 
spot rate is the equilibrium level for forward rates only when interest 
rates in the two centres concerned are equal. If interest rates 
are higher in one centre than in the other, then parity wdth spot 
rates ceases to be the equilibrium level. Thus, if interest rates are 
2 per cent in New York and 1 per cent in London, and forward 
dollars are at par, there would be a stream of transfers from London 
to New York to take advantage of the higher rate of interest, and 
this would continue until equilibrium was restored either by the 
adjustment of interest rates to each other, by the adjustment of the 
forward rate to its Interest Parity, or, what is more probable, by 
the reciprocal adjustment of the Interest Parity and the forward 
rate to each other. 

It is the Interest Parity that represents the equilibrium level for 
forward rates, and not the spot rate. A discrepancy between spot 
and forward rates in the form of a discount or premium will not of 
itself lead to an international transfer of funds so long as that 
discrepancy is more or less equal to the difference between interest 
rates in the two centres. On the other hand, a discrepancy between 

^ In an article on “ Central Banks and Forward Exchanges ” in The, Banker ^ 
May, 1936, p. 120. 
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forward rates and their Interest Parities tends to provoke a dis- 
equilibrium which will come to an end only when the forward rates 
are adjusted to their Interest Parities. 

(2) IS ADJUSTMENT AUTOMATIC 1 

The belief that the equilibrium level of forward rates is repre- 
sented by the spot rate takes no adequate account of the significance 
of Interest Parities. At the other extreme is the belief, which un- 
duly exaggerates the significance of Interest Parities, that in normal 
conditions the adjustment of the forward rates to their Interest 
Parities is instantaneous and automatic. This would mean that, 
whenever there is a change in Interest Parities, the mere fact of 
that change would lead to a corresponding adjustment of forward 
rates, Just as an alteration in Mint Parities would lead to an in- 
stantaneous and automatic adjustment in spot rates. Doubtless, 
in normal conditions forward rates tend to adjust themselves quickly 
to changes in Interest Parities. Indeed, when such changes are 
expected, forward rates may even anticipate them, by moving 
towards their future Interest Parities. But even in normal condi- 
tions the complete adjustment is very seldom instantaneous. 

The question is, do Interest Parities affect forward rates through 
psychological or mechanical channels ? Does the mere fact that 
the New York bill rate has been raised by 1 per cent, while the 
London bill rate has been left unchanged, induce Foreign Ex- 
change dealers to mark down the forward dollar to a corresponding 
degree, or do forward dollars depreciate because of certain trans- 
actions undertaken by Foreign Exchange dealers in consequence of 
the discrepancy created by the change in the bill rate 1 In this 
respect there is considerable difference between stable and unstable 
conditions. In normal conditions the material effect of changes in 
Interest Parities is so quick and so complete that dealers are inclined 
largely to anticipate this material effect. Their experience has 
shown that a change in the Bank rate or some other change leading 
to the alteration of Interest Parities is followed by interest arbitrage 
transactions which cause a corresponding movement in forward 
rates ; hence they are inclined to take it for granted that this must 
always be so, and the forward rates are marked up or down even 
before the discrepancy gives rise to a suflBlcient volume of actual 
arbitrage transactions to cause a change in the rates. It is because 
“ of this psychological anticipation of the effect of a change in Interest 
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Parities that the belief has arisen that the adjustment of forward 
rates is necessarily automatic and instantaneous and can tahe place 
practically without any actual transfer of funds. 

In reality the adjustment is far from being so rapid and complete 
as to obviate the necessity or possibility of the transfer of funds 
from one centre to another. Even during a period when forward 
rates tend to remain in the close vicinity of their Interest Parities, 
it requires actual transfers of funds to complete the adjustment. 
This is true to an increasing degree in abnormal conditions, when 
forward rates tend to diverge widely from their Interest Parities. 
To a varying but by no means inconsiderable degree, the adjustment 
of forward rates to changing Interest Parities takes place as a result 
of arbitrage transactions undertaken on the basis of the temporary 
discrepancy. 

If this were not the case, the effect produced by Bank rate 
changes upon spot exchange rates and gold movements would be 
much more moderate and less prompt. Were the adjustment of 
forward rates to their new Interest Parities instantaneous, Bank 
rate changes would produce but little immediate effects. As we 
shall see in later chapters, it is precisely because forward rates 
adjust themselves only slowly to changes in their Interest Parities 
that Bank rate changes may give rise to transfers of funds, and of 
acceptance availments to a sufficient extent to bring about gold 
movements. 

( 3 ) LIMITED AMOIJI^T OE FUNDS USED FOR ARBITRAGE 

If the banlrs possessed unlimited amounts of funds for the 
purpose of interest arbitrage, and if they always considered foreign 
centres as safe as their own centre, then there could be no last- 
ing discrepancy between Interest Parities and the forward rate. 
No matter how persistent the overvaluation or undervaluation of 
the forward rate as a result of commercial demands or speculative 
operations, it would be offset by arbitrage transactions as soon as it 
reached the limit at which banks considered it worth their while to 
operate. In reality , there can be lasting discrepancies between for- 
ward rates and their Interest Parities, even in normal conditions, 
because the volume of funds available for interest arbitrage is limited. 
The volume of susceptible funds— to use the term employed by 
Mr. Hawtrey ^ — may be large, but it has its limits. Even if the banks 

^ The Art of Central Banking, p. 409. 
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have no reason whatsoever to distrust the foreign centre, they are 
not prepared to transfer there more than a small percentage of their 
liquid resources. This percentage is, of course, elastic, and with 
the widening of the margin of profit banks may be inclined to divert 
a larger proportion of their resources from use in the home market 
to employment in interest arbitrage. But if there is a consider- 
able and persistent pressure on the forward rate, the limits may be 
reached long before the discrepancy has been adjusted, and the 
forward rates would thus remain overvalued or undervalued com- 
pared with their Interest Parities. The question of these lasting 
discrepancies will be dealt with in the next chapter. Here we are 
concerned with the relatively moderate and temporary discrepancies 
which exist in what are regarded as normal conditions. 

(4) teansfeu points 

Discrepancies between forward rates and their Interest Parities 
must reach a certain magnitude before they will induce banks to 
take advantage of them for the purpose of interest arbitrage. A 
profit of per cent or yV is obviously not sufficient to make 

it worth while for arbitrageurs to operate. Needless to say, the 
attitude of banks varies widely in this respect. The large British 
and American banks have made it a standing rule not to undertake 
interest arbitrage unless the difference in their favour is at least 
■| per cent per annum. Smaller banks may be inclined to take a 
hand long before the discrepancy has reached that figure. The 
resources of these banks, however, are as a rule limited, and in order 
to be able to operate on a large scale they would have to borrow. 
From this point of view, therefore, they are less favourably placed 
than the big banks. While they are willing to operate on the basis 
of narrower margins, the margins to them for large operations are 
always narrower than they are for the big banks at the same time. 
Thus if the yield on interest arbitrage for big banks using their own 
funds appears to be | per cent per annum, the yield for smaller 
banks which have to borrow for the purpose of interest arbitrage 
may amount to J per cent per annum only. Thus even if small 
banks are willing to operate at a lower yield, it does not necessarily 
mean that they can operate at times when the margin is insufficient 
to induce operations by the big banks. 

It may be said, therefore, that discrepancies between Interest 
Parities and forward rates do not cause deliberate transfers through 
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interest arbitrage on a large scale unless and until tbe profit on the 
operation is at least I per cent per annum. This has been recog- 
nised by Mr. Keynes^ and by other writers, but is often overlooked 
by those who are not in contact with the market. So long as for- 
ward rates are within per cent per annum on either side of their 
Interest Parities the situation may therefore be considered normal, 
just as the fluctuation of spot rates within their gold points is con- 
sidered normal. It may therefore be said that the rates | per cent 
above and | per cent below the Interest Parities constitute the 
/transfer points ” for interest arbitrage. Needless to say, these 
transfer points are not nearly so definite as gold points. Even gold 
points are not fixed figures, but their fluctuations are narrow com- 
pared with those of transfer points, and the latter are not nearly so 
universally effective as gold points. As we have already explained, 
the transfer point depends upon the willingness or unwillingness of 
Foreign Exchange dealers to accept foreign deposits at a high rate, 
and upon many other considerations. 

(5) ACTIVE AND PASSIVE ARBITRAGE 

It is especially necessary to bear in mind that interest arbitrage 
can be undertaken in two ways — by taking deliberate action and 
by abstaining from action. In many instances the margin of profit 
may not be sufficiently tempting to induce the big banks to go out 
of their way to transfer funds to a foreign centre with the Forward 
Exchange covered, but if, as a result of commercial and other trans- 
actions for customers, they find themselves in possession of an 
accumulated amount of balances with the Forward Exchange 
covered, then they may be induced by a margin of less than per 
cent to abstain from undoing this commitment. Thus, if a London 
bank, having sold forward dollars to British importers, covers the 
sale in the usual way by buying spot dollars, a difference of | per 
cent on dollar deposits might be ample to induce the bank to abstain 
from undoing the deal in the usual way by selling spot against 
forward dollars. The dollars thus acquired are used in interest 
arbitrage even though they were not acquired primarily for that 
purpose. Operations of this kind tend to keep forward rates 
within their transfer points, so that there is less opportunity for 
active interest arbitrage operations than there would be otherwise.^ 

^ A Tract on Monetary Reform, p. 128, 

^ See W. W. Syrrett, “ Some Forward Exchange Comments ” in The Banker, 
December 1936, pp. 219-220. 
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Another factor that tends to keep forward rates between transfer 
points is triangular interest arbitrage. A British bank may not 
consider it worth while to go out of its way to transfer funds to New 
York for the sake of a difference of less than | per cent. An 
American bank may not consider it worth while to engage in active 
arbitrage transactions for less than | per cent. On the other hand, 
a French banlr may consider it worth while to transfer funds from 
London to New York or vice versa for the sake of | per cent or less. 
When it is not a case of transferring funds from the home country 
to a foreign country but of transferring from one foreign country 
to another, active arbitrage is apt to take place within transfer 
points. 

(6) SHiFTiisra oe acceptance availments 

Yet another method of interest arbitrage which tends to keep 
forward rates within their transfer points is the shifting of accept- 
ance credit availments from one centre to another. Although for 
various reasons this cannot always be done — for example, payment 
in sterling or dollar acceptances may be definitely prescribed by 
contract — in many cases merchants have no reason to object if 
their bankers decide to use dollar acceptances instead of sterling 
or vice versa. This form of indirect interest arbitrage was under- 
taken on an extensive scale by German banks prior to 1931.^ If, 
as a result of a discrepancy between forward rates and their Interest 
Parities, it became more profitable to use dollar acceptances than 
sterling, then German banks increased their availments in New 
York and reduced them in London ; and, since acceptance credits 
are usually covered by Forward Exchange operations, this involved 
an increased buying pressure on forward dollars and a lessening of 
the buying pressure on forward sterling, with the result that the 
sterling-dollar forward rate tended to readjust itself to its Interest 
Parity. 

The role played by such shifting of acceptance credits in in- 
fluencing forward rates is not adequately appreciated by most 
writers on the subject.^ They are usually inclined to assume that 

^ B. Beerenson, Bevisen-Swap ”, article in Handworterbuch des Banhwesens 
(Berlin, 1933), p. 156, Even if payment is definitely fixed in sterling tiiere is 
nothing to prevent the German bank from getting its customer to have bills dra'vvn 
against dollar acceptance credits and converting the proceeds into sterling on 
maturity, provided that the sterling-dollar exchange is covered in advance. 

2 Mr. Hawtrey, dealing with this point in The Art of Central Banking (p. 421), 
seems to be under the impression that the covering of the exchange risk on accept- 
ance credits during periods of exchange fiuctuations tends to result in an excessive 
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tlie adjustment of forward rates to Interest Parities takes place 
exclusively by means of transfers of deposits, though in reality 
borrowing operations also play a certain part. The only kind of 
borrowing which is popularly recognised as a factor in the Forward 
Exchange market is the use of overdraft facilities on nostro accounts. 
Such borrowing, however, is resorted to only in comparatively 
abnormal conditions, when the discrepancy between the forward 
rates and their Interest Parities is sufficiently wide to make it worth 
while to pay the high cost of overdrafts, but when conditions are 
not sufficiently abnormal to induce the authorities concerned to 
place an embargo on the granting of overdrafts to foreign borrowers. 

(7) LOAN POINTS 

In a sense, the rate at which it becomes worth while to overdraw 
nostro accounts constitutes the extreme limit of normal or com- 
paratively normal discrepancies between forward rates and their 
Interest Parities. These rates can be called the “loan points 
to indicate the difference between them and “transfer points'’. 
When the forward rate reaches its transfer point it becomes profit- 
able for banks to lend in the foreign market. If they do not lend 
by means of transferring balances on a sufficiently large scale to 
readjust the forward rate, or at least to prevent a widening of the 
discrepancy, the discrepancy may widen until it becomes profitable 
for foreign banlsers to take the initiative and borrow in the foreign 
market. If they have acceptance credit facilities they make use 
of them in preference of overdrawing their accounts, because the 
cost of acceptance credits is usually appreciably lower than that of 
overdrafts. It is only if no acceptance credits are obtainable, or 
if the lines available are exhausted, that the banks resort to over- 
drawing their nostro accounts. Provided that they possess adequate 
overdraft facilities, they will be able to borrow a sufficient amount 
to prevent a further widening of the discrepancy. If, how^ever , their 
borrowing facilities are limited, or if the pressure on the forward 
rate is too persistent, then the discrepancy might widen even beyond 
the loan point. 

one-sided buying pressure on the Forward Exchange of tiie acceptance centre. 
H© believes that tlie Forward Exchange market would be quite incapable of 
absorbing one-sided transactions of such magnitude In reality, forward sterling 
has experienced no such one-sided buying pressure since 1931, nor was there any 
such difficulty before 1925, although the volume of acceptance credits covered against 
the exchange risk was larger. 
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Between centres with adequate money markets, the loan 
points play but a subordinate part, for in normal conditions the 
volume of funds transferred by lenders on their own initiative is 
usually sufficient to check the widening of discrepancies. For the 
forward rates of countries with no adequate money markets, 
however, the loan points are much more lil?;ely than transfer 
points to become the normal limits of discrepancies. The transfer 
of funds for interest arbitrage to and from such countries is by no 
means free and easy. In the absence of adequate facilities for 
short-term investment, foreign banks may not be keen to employ 
their resources in the country, even though there may appear to 
be a margin of profit. Conversely, the banks of the countries con- 
cerned may not be able to employ a sufficiently large amount of 
funds in interest arbitrage with foreign centres. Thus a premium 
on the currency in question — ^which very seldom arises— fails to 
attract foreign balances until it is wide enough to make it worth 
while for the banks of the weak countries to raise credits from the 
strong countries for use in interest arbitrage. If they have accept- 
ance credit facilities in the strong countries, they make use of these 
for the purpose, otherwise they seek to obtain overdrafts at a 
higher cost. 

If the Forward Exchanges of the weak countries are at a dis- 
count, this in itself does not necessarily induce the local banks to 
transfer funds to the strong centres. The discount may thus be 
allowed to widen until it reaches the level at which it becomes 
profitable for the banks of the strong centres to borrow money in 
the. weaker centres and use it for interest arbitrage. Since accept- 
ance credit facilities are seldom available in the weaker centres, 
the borrowing assumes the form of overdrafts and is usually a 
costly operation. Thus the loan points of the forward rates are 
rather wide. The discount on the Canadian exchange before 1931, 
for example, remained for long periods in the vicinity of its borrow- 
ing point. It was quoted persistently at rates at which it was just 
profitable to sell Canadian dollars for forward delivery rather than 
to overdraw accounts with the Canadian banks and sell spot 
exchange. Since the interest obtained on overdrafts by Canadian 
Banins was much higher than the interest they would have obtained 
had they themselves transferred their balances to foreign centres, 
it was profitable for them to wait for the foreign banks to take the 
initiative. 



CHAP. XIX 


ADJUSTMENT OF FORWARD RATES 


177 


(8) ADJUSTMENT THROUGH TRANSFERS 

As we mentioned in the previous chapter, changes in the Interest 
Parities may produce an effect upon forward rates even during 
periods when there are lasting discrepancies between them and 
their Interest Parities. There is thus a definite tendency for 
forward rates to adjust themselves to their Interest Parities even 
in really abnormal conditions when powerful factors work against 
complete adjustment. Conversely, in normal conditions adjust- 
ment may be hampered by the normal working of the gold standard, 
since the forward rates do not go beyond gold points so long as the 
stability of the currency concerned is trusted. Apart from this, 
adjustment in normal conditions usually takes place quickly and 
is fairly complete. The discrepancy caused by a change in Interest 
Parities may disappear in a few hours, or even in a few minutes. 
For instance, in the pre-1931 days, when the result of Friday’s 
Treasury bill tenders from London brought about a change in the 
discount rate, arbitrageurs set themselves to work and the forward 
rates usually adjusted themselves to the fractional change within 
an hour at the utmost. Even in such cases the adjustment is 
preceded by a certain amount of transfer of funds. It is largely 
for this reason that changes in the Bank rate, or in Interest Parities 
in general, usually affect spot rates as well as forward rates. If 
the effect of this change upon forward rates were instantaneous and 
psychological, there would be no reason for any change in the spot 
rates. It is because the adjustment does not as a rule take place 
without a certain amount of arbitrage that spot rates are affected 
at the same time as forward rates. And it is because the spot rate 
is also affected that interest arbitrage gives rise to gold movements. 
I propose to return to this important aspect of Forward Exchange 
•in Chapters XXI and XXV. 

We have thus seen that there is a strong tendency towards the 
adjustment of forward rates to their Interest Parities, both in 
normal and in abnormal conditions. It is true that very often this 
tendency is counteracted, and more than counteracted, by con- 
flicting tendencies. This, however, does not mean that the tend- 
ency does not exist. The only conditions in which it ceases to 
exist are those in which Forward Exchange operations are made 
entirely impossible and Forward Exchange as such ceases to exist. 
So long as Forward Exchange business is transacted, the rate tends 
to be influenced by Interest Parities, 
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LASTING DISCREPANCIES 

(1) CAUSES OF UNDERVALUATION OR OVERVALUATION 
OF FORWARD BATES 

No doubt in an ideal world such as is usually in the minds of ortho- 
dox economists, forward rates would always adjust themselves 
promptly to their Interest Parities. Discrepancies occurring even 
in such a world would be essentially temporary and of little 
theoretical or practical significance. In reality, however, things 
do not work nearly so smoothly. For a variety of reasons, there 
can be substantial and lasting discrepancies of great practical 
significance which cannot be ignored by theoretical economists. 
In describing the forward market as it works in normal conditions, 
Mr. Keynes indicated some of the causes of abnormal discrepancies.^ 
The main cause of discrepancies is, according to him, the absence 
of adequate funds available for interest arbitrage. It is to the 
credit of Mr. Hawtrey that he has pointed out that this factor may 
operate also in so-called normal conditions.^ 

The discrepancy may take the form of undervaluation or over- 
valuation of forward rates compared with their Interest Parities. 
The main causes of undervaluation or overvaluation may be 
summarised as follows : ' 

1. Discrepancies between commercial supply and demand in 
the Forward Exchange market. 

2. One-sided tendency of hedging operations. 

S. One-sided speculative operations. 

4. Absence of readjusting arbitrage operations, owing to : 
(a) distrust in the banks in the countries concerned ; (b) dis- 
trust in the political stability of the countries concerned ; 
(c) fears of coming exchange restrictions in the countries 
concerned ; (d) inadequate funds available for that purpose. 

s The Art of Cental MdnUngy p. 407 et seq. 
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(2) ONE-SIDED BUYING OR SELLING 

A discxepancy between commercial buying and selling in tbe 
Forward Exchange market may develop for a variety of reasons. 
The most obvious cause is an import or export surplus, but, apart 
from this, from time to time importers consider it more essential 
to cover against the exchange risk than do exporters, or vice 
versa. The discrepancy between the buying and selling of Forward 
Exchange in connection with hedging operations may also be due 
either to the one-sidedness of the commitments against which it is 
considered necessary to cover the exchange risk or to the view taken 
by owners of property abroad. From time to time speculative 
operations tend to assume an essentially one-sided character. 
While at times speculators very obligingly fill the gaps between 
supply and demand caused by the one-sidedness of commercial and 
hedging operations, on other occasions their operations tend to 
emphasise and magnify the discrepancy between supply and 
demand at the existing rates. Whenever there appears to be an 
obvious reason for expecting an exchange movement, then com- 
mercial, hedging, and speculative operations all tend to become 
one-sided. We shall see in a later chapter that such tendencies 
are often, though by no means always, due to the undervaluation 
or overvaluation of the spot exchanges concerned compared with 
theii’ Purchasing Power Parities. 

This one-sidedness of commercial hedging and speculative opera- 
tions tends to be checked, and may even be reversed, when it has 
resulted in an excessive movement in the forward rates. When the 
discount on a Forward Exchange attains a certain magnitude, 
speculative and commercial hedging or selling becomes too costly, 
and the movement may come to a standstill. The reaction upon 
the volume of commercial hedging and speculative operations 
caused by the excessive movement, however, does not in itself 
provoke a readjustment. It only prevents the movement from 
continuing indefinitely. It is the task of arbitrageurs to bring 
about a readjustment by taking advantage of the profit to be made 
from the discrepancy. Given an unlimited volume of arbitrage 
operations, no one-sided pressure, however strong or persistent, 
could produce more than purely temporary discrepancies. The 
reason why discrepancies are apt to be both substantial and 
persistent is precisely because the volume of arbitrage operations is 
not unlimited. 
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> (3) PROFESSIOXxlL t’. XON-PROFESSIOIJ^AL ARBITRAGE 

We have siiiiiiiiarised under heading (4) in our list of the causes 
of discrepancies the reasons why arbitrage operations are not 
unlimited. It is either because, for financial or political reasons, 
the banks do not dare to commit themselves in such operations, ox 
because the funds available for interest arbitrage are limited. If 
the banks or the Government of the country whose Forward 
Exchange is overvalued compared with its Interest Parities do 
not enjoy the confidence of the banks of the country whose 
Forward Exchange is undervalued, or if exchange restrictions seem 
imminent, then even the most tempting profits on interest arbitrage 
fail to bring about the transactions necessary to readjust the dis- 
crepancies. But even if no such fears are entertained, the amount 
banks are willing to engage in such transactions with any par- 
ticular country is necessarily limited. This does not, of course, 
mean that the limit is rigid. "When the margin of profit widens, 
banks may be tempted to increase the resources which they employ 
in interest arbitrage with that particular country. 

Nor are banks alone interested in such transactions. In Great 
Britain and the United States only the largest firms, such as 
insurance companies or industrial combines with world- wide ramifi- 
cations, have realised the profit that can be made on such trans- 
actions without running any speculative exchange risk.^ On the 
continent, however, the public is much more '' swap-conscious ’’ 
than it is in the Anglo-Saxon countries. Firms of every description, 
and even private individuals, do not hesitate to use their liquid 
funds for the purpose of interest arbitrage. As Mr. Hawtrey points 
out when describing the process in The Art of Central Banking,^ 
even allowing for the possibility that the public may take a hand in 
swap transactions, the volume of susceptible balances is by no 
means unlimited. It is hardly worth while to operate with small 
balances, as the profits would be eaten up by commissions and the 
turns of foreign exchange dealing. Even among owners of big 
balances, only those who know for certain that they will not want 
their funds during the period concerned can afford to place them 
abroad. 

1 In the Anglo-American literature on Foreign Exchange, Mr. Ralph Curtis 
is probably alone in pointing out to the Uy reader (Curtis and Winham, Fresh FieUa 
for Investment, London, 1935, Chapter IV : “ Foreign Exchange Swaps ”, by R. 
Curtis, pp. 98-99) the risk-free investment possibilities provided by swap operations. 
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Bankers using tlieir funds in interest arbitrage on a large scale 
may have to curtail their other advances, which might be detri- 
mental to their relations with permanent clients. Needless to say, 
occasionally the profit on arbitrage transactions might be high 
enough to make it worth the banks’ while to jeopardise their future 
business with some of their less valuable customers, but considera- 
tions of liquidity, and the necessity of avoiding wholesale cutting of 
credits, put a natural limit to the extent to which banks can 
operate. It is true that those of their customers who have ample 
liquid resources may operate on a large scale, but, as Mr. Hawtrey 
points out,i when depositors transfer funds abroad the bankers lose 
the deposits, have to effect a corresponding contraction of their 
assets, and can employ only a smaller part of their own funds in 
interest arbitrage. 

( 4 ) BORROWING FOR ARBITRAGE 

We have seen in the last chapter that interest arbitrage can be 
undertaken either on the initiative of the country whose Forward 
Exchange is undervalued or on the initiative of the country whose 
Forward Exchange is overvalued. The latter can take advantage 
of the discrepancy between forward rates and Interest Parities by 
borrowing in the countries whose Forward Exchange is at a discount . 
The volume of funds available for arbitrage therefore consists of 
the '' susceptible ’’ balances of banks and their customers in the 
country whose Forward Exchange is at a discount, and of the 
amount which can be borrowed by foreign banks in that country. 
Needless to say, foreign borrowing is calculated to reduce the 
volume of funds available for arbitrage by nationals of the country .^ 
When swap operations become exceptionally profitable, these 
borrowing facilities, whether in the form of acceptance credits or 
overdrafts, are usually curtailed, if not stopped altogether. Alter- 
natively, the interest charged thereon will be raised until it is high 
enough to compensate the banks in question for relinquishing the 
use of resources which they themselves might otherwise employ 
in interest arbitrage. Thus, even allowing for foreign borrowing 

^ Op. cit, p. 408. 

It is necessary to bear in mind that throughout this book the meaning of an 
increase or rednetlon of funds or dapo.sits is a net gain or loss for the wholo centre 
through gold movements or Exchange Equalisation Account operations. Unless 
arbitrage leads to gold movements or Exchange Equalisation Account operations, 
the funds or deposits merely change ownership, and the total available for new 
arbitrage remains unchanged. 
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facilities, the extent to which it is possible to carry on interest arbi- 
trage has its limits. 

The authorities of the country whose exchange is subject to 
adverse pressure and whose Forward Exchange is at a discount 
often take steps to reduce the limit of the funds available for interest 
arbitrage. They do so in order to reduce the pressure on the spot 
exchange, with which they are primarily concerned. Thus banks 
are discouraged from granting credits to foreign borrowers, and 
the volume of internal credit is reduced. But even in the absence 
of such intervention, the volume of resources available for interest 
arbitrage is often not sufficient to bring about a complete readjust- 
ment of forward rates to their Interest Parities when there is a 
lasting one-sided pressure. 

(5) XOEMAL AND ABNORMAL DISCREPANCIES 

Thus, whether through the unwillingness of arbitrageurs to take 
advantage of the discrepancies dr through their inability to do so, 
it is possible for discrepancies to remain so long as the one-sided 
pressure on the Forward Exchange continues, unless, of course, the 
readjustment takes place through the changes of the Interest 
Parities themselves. Such lasting discrepancies can exist even in 
normal conditions within the limits of the transfer points, or in 
comparatively normal conditions within the limits of the borrowing 
points. Persistent discrepancies can exist in normal conditions 
under the gold standard, when the spot rate is subject to buying 
or selling pressure and appreciates or depreciates to the close 
vicinity of its gold points. If the spot rate is at gold export point 
and if the Interest Parities justify a discount on the Forward 
Exchange, then the forward rate tends to become overvalued, 
because the existence of the gold point prevents it from adjusting 
itself to its Interest Parities. Should the exchange be at gold 
import point, and should the Interest Parities justify a premium 
on the Forward Exchange, then the forward rate tends to be under- 
valued, for there can be no adjustment to its Interest Parities. 
Such overvaluation or undervaluation of the forward rate neces- 
sarily provokes arbitrage transactions which affect both spot and 
forward rates, tending to bring about a readjustment. If, however, 
the one-sided pressure on the spot exchange is persistent, or if the 
funds available for interest arbitrage have been exhausted, then 
tlie discrepancy continues. 
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Most writers on Forward Exchange have recognised, the possi- 
bility of discrepancies, though many of them are inclined to regard 
them as purely passing phenomena ; but even those who realise 
that discrepancies can be both substantial and lasting do not ade- 
quately appreciate their immense significance from the point of 
view of the theory of Forward Exchange. It is one of the main 
tasks of this book to draw attention to the significance of dis- 
crepancies, especially from the point of view of their effect upon 
interest rates, and from the point of view of the working of Bank 
rate changes and of the gold standard in general. It is largely 
because of the possibility of discrepancies that a high Bank rate is 
capable of attracting gold long before it has affected commodity 
prices and the trade balance. We propose to show in the next 
chapter that the popular belief, that interest rate changes are always 
the cause and never the result of forward rate changes, is wholly 
mistaken, and that relations between interest rates and forward 
rates are to a very large extent reciprocal. 
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THE THEORY OF RECIPEOCITY 

(1) A CLASSICAL MISGONOEPTION 

We have now arrived at what I consider the most important part 
in the theory of Forward Exchange. I shall endeavour to prove 
in this chapter that forward rates constitute a very prominent 
influence upon the level of interest rates in both normal and 
abnormal conditions. The acceptance of this thesis is highly im- 
portant from both a theoretical and a practical point of view. In 
the sphere of theory it should lead to the reconsideration not only 
of the theory of Forward Exchange and that of Foreign Exchange 
in general, but also of the existing theories of interest rates, of inter- 
national transfers, and of gold movements. In the field of practical 
monetary policy it should induce monetary authorities to reconsider 
their “ neutral ” attitude towards Forward Exchange, and to adopt 
a policy of active intervention in order to increase the efficiency of 
their discount rate policy. 

Consciously or unconsciously, the classical theory that forward 
rates are determined by then Interest Parities is based upon the 
philosophical conception that in the international money market, 
as in the economic field and in Nature itself, there is a tendency 
toward automatic compensation. The Forward Exchange system 
is regarded as the medium through which this tendency works to 
bridge the gaps between interest rates in various countries. As, 
owing to the clitTerence in the degree of risk and the changing rela- 
tion between demand for capital and its supply in various markets, 
interest rates cannot ever be the same everywhere, the development 
of Forward Exchange is supposed to have provided the means by 
which tiie gaps between internal levels of interest rates are auto- 
matically filled. According to this theory, temporary deviations 
apart, short-term interest rates are supposed to be practically 
identical at any given moment in all leading centres, if we allow 
for the premium or discount on the Forward Exchange. Thanks 
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to the tendency of forward rates to adjust themselves to their 
Interest Parities, there is thus believed to be a solidarity ” between 
money markets in spite of the difference between conditions pre- 
vailing in them. 

This conception is so neat that it is almost a pity that it does 
not correspond to reality. . While it is true that in certain circum- 
stances the Forward Exchange machinery plays the part of the 
supreme equaliser, in other circumstances it tends to disturb the 
'' solidarity '' of money markets, and to break up the international 
level of interest rates, by widening the gaps between them, instead 
of neatly compensating them in accordance with the classical 
principles. The conception of perfect compensation is based on 
two erroneous assumptions : (a) that the adjustment between 
forward rates and their Interest Parities is always complete and 
practically instantaneous ; and (b) that forward rates are always 
the passive factor in the process of adjustment to the Interest 
Parities. It is widely assumed that while forward rates are in- 
fluenced by Interest Parities the converse can never be true. 

We have already seen in Chapters XIX and XX that there 
can be lasting discrepancies between forward rates and their 
Interest Parities. We need not therefore go again into the examina- 
tion of this cause of flaws in the solidarity of the international level 
of interest rates. Our present task is to disprove the second 
erroneous conception, which is much more prevalent than the first, 
namely, that the adjustment takes place solely through the effect 
of interest rates on forward rates. 

( 2 )' EFFECT OF 'FOEWAJRn BATES OH INTEBEST BATES* 

IN NOBMAL GONDITIONS 

As we have seen in Chapter XIX, the adjustment of forward 
rates to their Interest Parities takes place largely as a result of 
arbitrage operations undertaken whenever the existence of dis- 
crepancies makes such operations appear profitable. Although 
to some extent a mere change in the Interest Parities, or even 
anticipation of such a change, tends to provoke automatic readjust- 
ment, as a general rule arbitrageurs have to operate between the two 
centres before the readjustment becomes complete. This means that 
in so far as these transfers lead to gold movements or Exchange 
Equalisation Account operations the centre whose Forward Ex- 
change is undervalued compared with its Interest Parities loses 
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funds, while the centre whose Forward Exchange is overvalued 
compared with its Interest Parities gains fundsd This again means 
that the credit resources of the losing money market tend to con- 
tract and those of the gaining money market tend to expand. 
Should the movement assume a sufficient magnitude, and should it 
not be “ neutraUsed ” by the authorities through the manipulation 
of the volume of credit, it will lead to a rise in interest rates in the 
losing centre and to a fall in interest rates in the gaining centre. 
The result is an adjustment of Interest Parities to the forward rates. 

Forward rates can produce such effects on interest rates to some 
extent even if the transfers brought about by their discrepancies 
from their Interest Parities do not lead to gold movements or 
Exchange Equalisation Account operations. While in that case 
the total monetaiy resources of the markets concerned remain 
unaffected by the transfers, the redistribution of these resources 
may produce some fall in interest rates in the gaining centre and 

1 A detailed discussion of the question of the effect of Exchange Equalisation 
Account operations on the volume of funds and on the interest rates in the centre 
concerned is outside the scope of this book. According to one conception, since 
the Exchange Equalisation Account reborrows from the market, through the issue 
of Treasury bills, the equivalent of the net increase of foreign deposits, the total 
resources of the market remain unchanged. There is another conception according 
to which the effect of an influx of funds through Exchange Equalisation Account 
operations is tighter money and a tendency towards higher interest rates, while the 
effect of an eiKux is easier money and a tendency towards lower interest rates. In 
my opinion, however, Exchange Equalisation Account operations are apt to affect 
money market conditions in the same way as Central Bank operations, though to a 
less degree. Even in London, where the influx or efflux of foreign balances through 
Exchange Equalisation Account operations is promptly “ neutralised ” by the 
increase or reduction in the volume of Treasury bills, there is usually a time lag 
during which there is an expansion of credit resources. In other centres the process 
of “ neutralisation ” is usually not so complete as in London. In Paris, for example, 
wliere the absorbing capacity of the market for Treasury bills is limited, every 
additional gold purchase by the Ponds de Stabilisation would lead to a more or less 
corresponding credit expansion. In Holland the authorities “ neutralised ” only 
part of the plethora of credit caused by Exchange Equalisation Account operations. 
In the United States, until the end of 1936 , the influx of gold through Exchange 
Equalisation x\ccDunt operations was allowed to produce its full effect, but in 
December 1936 the British method of neutralisation was adopted. 

Moreover, even if the effect of Exchange Equalisation Account operations on the 
volume of credit is fully “ neutralised ”, this does not mean that they do not affect 
bill rates. If the increase of foreign balances precedes the increase of Treasury 
bills, then the buyers’ initiative tends to lower bill rates, and the additional bills 
are easily absorbed by a receptive market, without necessarily restoring the rates 
to their old level. In addition, Exchange Equalisation Account operations affect 
bill rates also through their psychological influence. The evidence of heavy and 
persistent losses of gold through Exchange Equalisation Account operations is 
likely to cause bill rates to rise, while the evidence of a heavy and persistent influx 
tends to lower interest rates, even in the absence of any change in the supply of bills 
or in tlie volume of fumis. 
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some rise in the losing centre. This factor operates through both 
psychological and technical channels, but its actual influence on 
interest ' rates is usually negligible. It is only when transfers 
brought about by the undervaluation and overvaluation of forward 
rates lead to an actual change in the total volume of credit resources 
of the markets concerned that they are apt to become an important 
factor. The question is therefore whether the international trans- 
fers brought about by this factor can be sufficiently large to lead to 
gold movements or Exchange Equalisation Account operations.^ 

(3) A NEW INTERPRETATION OF GOLD MOVEMENTS 

It is a commonplace of text-books of Foreign Exchange that a ruse 
in the Bank rate leads to the transfer of gold to the centre concerned. 
In reality more often than not it is not the rise in the Bank rate in 
itself but the discrepancy between forward rates and their changed 
Interest Parities that leads to the transfer of funds responsible for 
the gold movements. In so far as the funds transferred are not 
covered against the exchange risk, the higher Bank rate is in itself 
responsible for the gold shipments. In so far, however, as the funds 
engaged in interest arbitrage are covered, the Bank rate change in 
itself would not be able to cause gold shipments, but for the fact 
that forward rates failed to respond automatically and instantane- 
ously to the change in their Interest Parities. The extent to which 
forward rates can influence gold movements therefore depends 
largely on the extent to wdiich funds engaged in interest arbitrage 
are covered. 

From this point of view it is important to bear in mind that if 
the spot exchange of the country which raises its Bank rate appre- 
ciates to gold import point, foreign arbitrageurs do not consider it 
advisable to leave the exchange risk uncovered unless the dis- 
crepancy between interest rates is sufficient to compensate them for 
their possible loss on the exchange. The appreciation of the spot 
exchange to the vicinity of gold import point would therefore bring 
transfers through interest arbitrage to an end in most instances, 
were it not for the possibility of making a profit on covered 
interest arbitrage. It is largely because forward rates do not 
instantaneously adjust themselves to the change in their Interest 

^ The effect of swap transactions on the spot rat© arui, throtig]i its effect on tiie 
spot rate, on gold movements, will be discussed in Chapter XXV, dealing with the 
relation between spot and forward rates. 
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Parities, even in strictly normal conditions, that the transfer of 
funds through interest arbitrage continues even if the spot rate has 
reached gold import point. Thus on such occasions it is the 
behaviour of the forward rates that is directly responsible for 
the additional transfers which force the spot rate actually to gold 
import point, thereby leading to gold movements, and for the 
changes m interest rates brought about by such gold movements. 
The forward rate factor thus forms a very important part of the 
normal working of the gold standard. It is aU the more remark- 
able that, even though the system of the gold standard has been 
subjected to the most minute scrutiny by innumerable theoretical 
and technical experts, the essential role forward rates play in gold 
movements has not so far been ascertained.^ 


(4) FOEWABD BATES AND ACCEPTANTCB CREDIT REPAYMENTS 

The behaviour of forward rates is capable of influencing gold 
movements, and therefore interest rates, not only through its effect 
on the transfer of funds through covered interest arbitrage but also 
through its effect upon the amount of acceptance availments, and 
upon the relative amount of bills placed in the acceptance centre or 
in other lending centres. If the forward rate of an acceptance 
centre fails to adjust itself to its new Interest Parities after an 
increase of the Bank rate, the higher discount rate may lead foreign 
borrowers to abstain from drawing on that centre, or to avoid 
discounting there bills actually drawn. In drawing bills upon, or 
giving them “ in pension ” ® in, a centre where money rates are 
lower, borrowers benefit by the difference of interest rates, and this 
benefit will not be fully offset by the less favourable ter m s of cover- 
ing the exchange risk. In such circumstances there will be a buy- 
ing pressure on the spot exchange of the centre which raised its 

^ Tills criticism applies to me as much as to others who have gone into the 
teebnique of the gold standard. I must confess that in my examination of the 
causes of gold movements in my book, International Gold Movements, and in various 
articles on that subject, I completely overlooked the part played by forward 
rates except in so far as they are apt to affect gold points. This vdioie question of 
the way in winch tlie behaviour of forward rates tends to influence the effect of 
Bank rate eimnges wiii be discussed in greater detail in Chapter XXVII. 

^ To give bills “ in pension is the practice, comparatively little known in 
London but popular in continental centres, of borrowing on the security of foreign 
bills as an alternative to selling thorn. Its advantage is that borrowers can benefit 
by the lower interest rates prevailing in the foreign centre, while if they sold the 
hills the discount rate would bo reckoned on the basis of the high Bank rate of the 
centre upon which the bills are drawn, '■ , • " 
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Bank rate, leading conceivably to an influx of gold. Once, however, 
the forward rate has adjusted itself to its new Interest "Parities, 
there is no longer any specific reason to refrain from drawing bills 
upon the centre concerned, or from discounting there the bills 
drawn. For the additional cost through the higher discount rate 
is then fully offset by the wider discount or narrower premium 
on the forward exchange of the centre which raised its Bank rate. 

Admittedly this factor operates only when the acceptances are 
covered. In general they are covered whenever the forward 
exchange of the acceptance centre is at a discount, but they are 
often covered also when the forward exchange is at a premium, so 
long as the spot exchange does not appreciate to the vicinity of gold 
import point. Once it has approached gold import point there is no 
longer any inducement to debtors to cover the exchange risk at the 
cost of a premium on the forw^ard exchange. The process of repay- 
ment of credits caused by the delay in the adjustment of forward 
rates to their new Interest Parities may thus come to an end even 
before the spot rate has reached gold import point. Nevertheless, 
even in such instances the behaviour of forward rates is indirectly 
responsible for subsequent gold movements, in that the repayment 
of credits thus caused tends to hasten the appreciation of the spot 
rates to gold import point. 

When conditions under the gold standard become slightly ab- 
normal, then the effect of forward rates on gold movements becomes 
even more evident. One-sided speculative pressure on the forward 
rate is apt to develop even under the gold standard, leading to large 
transfers of funds and large shipments of gold. In such instances 
the extent to which interest rates in the gaining and losing centres 
are affected is apt to be far from negligible. Admittedly, as I 
remarked above, this presupposes the absence of the official manipu- 
lation of the volume of credit with the object of neutraliwsing the 
effect of gold movements. Such neutralising policy has, however, 
its limits, especially in the losing centre. 

( 5 ) EFFECT OF FOUWAKI) RATES OX DEPOSIT BATES 
AXD BILL BATES 

The actual process through which forward rates may affect 
interest rates even in normal conditions is so obvious that it is 
amazing that it has escaped the attention of theoretical and practical 
writers on the subject. Every banker knows that if, in consequence 
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of the overvaluation of forward sterling, foreign deposits are offered 
in London on a large scale, the London bankers will tend to quote 
lower special rates on such deposits. If, on the other hand, as a 
result of the undervaluation of forward sterling, foreign deposits are 
withdrawn, the London banlcs are inclined to increase the special 
deposit rates which they are prepared to allow to foreign banks. 
Admittedly these special deposit rates have in normal conditions 
very little to do with the general level of internal interest rates m 
the countries concerned, but there are other at least equally obvious 
ways in which the overvaluation or undervaluation of forward rates 
reacts upon the internal level of interest rates. Its effect upon bill 
rates is particularly evident. If forward sterling is overvalued, it 
tends to increase tendering for and purchase of bills in London on 
foreign account, and bill rates vOl tend to fall. If forward sterling 
is undervalued, it tends to check foreign demand for bills through 
tender mg and buying, and existing foreign holdings are sold or are 
allowed to run out. The result is a rise in the London bill rate. 
Even if these transactions do not lead to gold movements and the 
total of funds available for the purchase of bills in London remains 
unchanged, bill rates may be affected to some extent through the 
I'edistribution of holdings and through the effect of foreign buying 
or selling initiative, which is apt to be more pressing than the normal 
local factors. 

What is more important, the supply of bills in London is apt to 
be influenced by the behaviour of forward rates even in the absence 
of gold movements. We have seen above that the overvaluation 
or undervaluation of forw'ard rates influences the volume of accept- 
ances drawn upon, or discounted in, an acceptance centre. Even 
if the pressme on sterling thus caused is not sufficiently strong to 
give rise to gold movements, the undervaluation of forward sterling 
is apt to cause an increased offering of bills in London, which again 
will tend to raise the discount rate in the London market and will 
tend to readju.st the Interest Parities to forward rates. If forward 
sterling becomes overvalued, then many foreign borrowers switch 
over from sterling credits to dollar credits owing to the increased 
cost of covering. For the same reason, many sterling bills will not 
be discounted on the London market. As a result the fall in the 
supply of bills will tend to lower the bill rate and thus to adjust 
Interest Parities to forward rates. Of course, if the changes in the 
volume of foreign borrowing in London are substantial enough to 
give rise to gold movements, then it is not only the supply of bills 
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that is affected by the behaviour of forward rates, but also the 
demand for bills. In that case the extent to which forward rates 
are apt to influence interest rates is even more pronounced. But it 
is important to realise that forward rates tend to influence interest 
rates even in the absence of gold movements. 


(6) EFFECT OF FOEWAPD RATES ON INTEREST RATES 
IN ABNORMAL CONDITIONS 

Possibly in normal conditions the extent to which internal 
interest rates are affected by forward rates is most of the time barely 
perceptible. In abnormal conditions, however, forward rates are . 
apt to become a very important factor in determining internal 
interest rates. As we have seen already in Chapter XX, there can 
be lasting and substantial discrepancies between Interest Parities 
and forward rates, owing to the unwillingness or inability of holders 
of liquid funds to take advantage of the profit on such discrepancies 
to a sufficiently large extent to restore equilibrium. In certain 
ciroumstances these discrepancies can reach spectacular dimensions. 
If moderate and passing discrepancies tend to affect interest rates 
to a slight extent, wide and lasting discrepancies are apt to affect 
them markedly. The less readily forward rates adjust themselves 
to their Interest Parities, the more they are apt to influence interest 
rates. The following are the ways in which the possibility of earning 
a high yield on funds employed in swap transactions tends to affect 
interest rates in the country whose Forward Exchange is at a 
discount : 

1. If the country is on the gold standard, the pressure on 
the spot rate caused by interest arbitrage will lead to an 
outflow of gold, tending to contract the volume of credit. 
If it is not on a gold basis but operates an Exchange Equalisa- 
tion Account, a similar result is apt to be brought about, 
though not nearly to such a pronounced extent, by the 
latter’s support of the spot rate. 

2. If banks can earn, say, 10 per cent by employing their 
funds in interest arbitrage, they naturally become increasingly 
reluctant to accept a much lower yield on their domestic 
short-term investments. 

3. In a country where the public is aware of the profit possi- 
bilities of swap operations, many depositors may be able to 
obtain special rates on their deposits so as to compensate 
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them for forgoing the exceptional profit on interest arbitrage. 
Thus deposit rates tend to rise simultaneously with loan rates. 
Even so, the possibility of earniiig large profits on interest 
arbitrage tends to reduce the volume of deposits, by giving 
rise to a gold outflow or Exchange Equalisation Account 
operations, and thus to raise interest rates. 

4. As I pointed out in the last chapter, in order to counteract 
the pressure on the spot exchange caused by transfers for 
interest arbitrage, the authorities of the countries concerned 
are usually inclined to restrict credit so as to reduce the 
volume of resources available for interest arbitrage. To that 
end, the Bank rate is usually raised. Admittedly, one of the 
objects of the increase of the Bank rate is to discourage 
speculative selling and the flight of capital, but to a large 
degree it also serves the purpose of discouraging transfers 
throiigh interest arbitrage. 

5. When dealing with Bank rate parities in Chapter XVIII, I 
pointed out that, when the yield on covered interest arbitrage 
exceeds the Bank rate, banks in countries where liquid re- 
sources are scarce may be inclined to rediscount their port- 
folio with the Central Banlr in order to employ in interest 
arbitrage the amounts thus raised. It is to the interest of 
the authorities to discourage this practice by raising the 
Bank rate. 

A higher Bank rate pursues the three-fold aim of increasing the 
cost of swap operations, bringing about a contraction in the volume 
of resources, and making it more attractive to invest the available 
funds in the home market instead of transferring them abroad. 
The increase of the Bank rate, whether or not it achieves the object 
of bringing forward rates back to their Interest Parities, certainly 
goes some way towards adjusting Interest Parities to forward rates. 

(7) THE FRENCH EXRBRIENCE IN 1935-36 

The experience of France during 1935-36 provides a character- 
istic example of the effect of forward rates upon internal interest 
rates. As the devaluation of the franc had been widely expected, 
forward francs were at a persistently heavy discount from May 
1935 until the devaluation in September 1936. They had become 
considerably undervalued compared with their Interest Parities. 
The result was that it had become highly profitable for French 
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banks to use their liquid resources in interest arbitrage, which 
during that period seldom yielded less than 15 per cent per 
annum for any length of time, and at times yielded as much as 
40 to 50 per cent for three months and even more for shorter 
periods. As a result, French banks employed much of their liquid 
resources in such operations, and the French public also became 
interested in them. Whenever the yield on such transactions in- 
creased, new classes of the public became tempted to take a hand, 
so that the total amount absorbed in such transactions must have 
risen to high figures. As these operations involved the sale of 
spot jfrancs, they increased the outflow of gold from the Bank of 
France, and as they also involved a decline of deposits they re- 
sulted in a contraction in the volume of funds in the Paris money 
market. On three occasions between May 1935 and June 1936 the 
Bank of France raised its rediscount rate to the high level of 6 per 
cent., largely in order to check the outflow of gold due to interest 
arbitrage. Apart from this, the French banks were compelled to 
raise their deposit rates so as to induce depositors to refrain from 
withdrawing their balances for use in interest arbitrage. At the 
same time they raised their charges to borrowers, especially in 
instances when they were inclined to suspect that the funds borrowed 
would be used for interest arbitrage. 

As a result of these influences, the level of interest rates in Paris 
tended to rise, and Interest Parities tended to adjust themselves 
to forward rates. Admittedly, they remained far below the fan- 
tastic level of the yield on arbitrage transactions. Even during 
periods when the temporary return of confidence resulted in a 
momentary recovery of the forward franc, the discrepancy between 
forward rates and their Interest Parities remained abnormally wide, 
notwithstanding the reciprocal tendency towards adjustment. 
Nevertheless, the fact remains that as a result of the undervaluation 
of forward francs compared with their Interest Parities, internal 
interest rates in France rose to no slight degree. The exact, or 
even approximate degree of rise attributable to this particular 
factor is impossible to ascertain. For one thing, nobody, not even 
the French authorities themselves, could say to what extent the 
increase of the Bank rate was due to the flight of capital and specula- 
tion, and to what extent it was brought about by the pressure 
due to arbitrage operations. Moreover, while nominally deposit 
rates and loan rates moved in exact proportion to the Bank rate, in 
reality many borrowers had to pay much higher rates and many 

o 
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depositors were allowed much higher rates, largely in consequence 
of the temptation to employ funds in swaps. As these specialrates 
were fixed by individual negotiations and were never pubHshed, 
it is impossible to ascertain their level, but instances were known 
during 1936 when French borrowers had to pay as much as 10 per 
cent for commercial accommodation. 

(8) EFFECT ON GAINING CENTRE 

Forward rates are apt to affect their Interest Parities not only 
by raising interest rates in the countries whose Forward Exchanges 
are at a discount, but also by lowering interest rates in the countries 
whose Forward Exchanges are at a premium. This effect is pro- 
duced by interest arbitrage in the following ways : 

1. The influx of funds through interest arbitrage is accompanied 
by an iufiux of gold, which tends to make money rates easier. 
This is particularly the case in countries on the gold standard, 
though countries with Exchange Equalisation Accounts are 
in a somewhat similar position, to a distinctly less degree. 

2. The influx of funds through interest arbitrage tends to lower 
deposit rates. 

3. The authorities of the receiving centre may try to defend 
themselves against this embarras de richesse by lowermg the 
Bank rate. 

4. Since the banks in the country whose Forward Exchange is 
overvalued are unable to employ part of their resources in 
interest arbitrage, they are forced to find employment for 
them in the local money market and this tends to lower money 
rates. 

5. The banks in the country whose Forward Exchange is over- 
valued might even borrow in countries whose Forward Ex- 
change is undervalued and transfer the proceeds to the home 
market. 

The situation in the New York money market during 1935-36 
provides an interesting example of the effect of the influx of arbi- 
trage funds on money rates in the receiving centre. In this case 
it is, however, even more difficult than in the case of France to 
ascertain even approximately the extent to which this factor was 
responsible for easy money conditions. It is impossible to estimate 
to what extent the influx of gold to the United States was due to 
flight to the dollar, and to the attraction of WaU Street, and to what 
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extent it was due to interest arbitrage. The amount of covered 
foreign balances in New York is known, however, to have increased 
materially.. , 

The situation becomes even more obscure and involved if a 
Forward Exchange is overvalued in relation to one or several 
exchanges and at the same time is undervalued in relation to other 
Forward Exchanges. This was actually the case of forward sterling 
during 1935-36. While it was grossly overvalued in relation to 
the forward franc, it was distinctly undervalued in relation to the 
forward dollar. It is impossible to do more than assume that the 
buying pressure on spot sterling due to the overvaluation of forward 
sterling in relation to the franc was larger than the selling pressure 
due to the undervaluation of forward sterling in relation to the 
dollar. 

Even in the absence of the means to ascertain statistically the 
extent of the influence of forward rates on interest rates, and even if 
the extent of that influence may be a matter of opinion, its presence as 
a factor affecting interest rates is incontestable. The extent of the 
effect of forward rates on interest rates is greater for interest rates 
which are essentially international, and smaller for largely or purely 
internal interest rates. In this respect, too, the relations between 
interest rates and forward rates are reciprocal, since forward rates 
are affected to a much larger degree by international interest rates 
than by internal interest rates. But, as the example of France 
shows, even purely internal interest rates such as the rates on 
advances to customers are apt to be affected materially by forward 
rates., 

(9) A RIVAL LOAN MARKET 

It is of the utmost importance, both from the point of view of 
forming a correct conception of the theory of Forward Exchange 
and from the point of view of the efficient conduct of monetary 
policy, to realise that the Forward Exchange market provides a 
chanmel for the employment of liquid resources which not only rivals 
the internal money markets but which largely escapes the influence 
of the traditional discount rate policy of the Central Banks. The 
importance of this rival market depends partly upon the superior 
yield it can offer to short-term investors. It would be a mistake, 
however, to imagine that when normal conditions return and when 
the present spectacular discrepancies between forward rates and 
their Interest Parities disappear this rival market will once more 
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become an unimportant factor. For its importance does not depend 
only upon the size of the margins. It depends also upon the ability 
and willingness of holders of liquid resources to engage their funds 
in interest arbitrage. 

From this point of view, the return of normal conditions will 
tend to increase the importance of the rival market provided by 
swap facilities. For, in the absence of credit restrictions, there wOl 
be more funds available for that purpose, and, owing to the more 
settled conditions, banks and other holders of liquid funds will be 
more willing to engage their resources in interest arbitrage. In 
this respect, conditions will become similar to those prevailing 
dming the period of stability prior to 1931. The difference wiU be 
that the existence of abnormal conditions after 1931 has opened 
the eyes of many people and made them aware of the possibihties 
provided by this rival market. The chances are, therefore, that 
non-banking resources will in future be employed in interest arbi- 
trage to a larger extent than they were in the past. This may tend 
to prevent the development of discrepancies much beyond transfer 
points, and at the same time it may also mcrease the volume of 
international transfers through interest arbitrage. 

Above all, as I shall try to show in Chapter XL VII, which deals 
with the future of Forward Exchange, it is doubtful whether, after 
the experience of recent years, gold points will be relied upon by 
interest arbitrage in the future to the same extent as they were 
before 1914, or even between 1925 and 1931. After the stabilisation 
of currencies a much larger percentage of arbitrage funds will be 
covered than during previous periods of stability. This wiU be par- 
ticularly so if, as is possible, the system of gold standard to be 
adopted allows for changes of gold parities. The widespread adop- 
tion of the practice of covering the exchange risk will mcrease the 
significance of forward rates as a factor affecting interest rates. 

(10) OENTEAL banks’ ATTITUDE 

Consequently the monetary authorities will hardly be able to 
afford to ignore the existence of Forward Exchange, or to abstain 
from taking an active interest in it. The “ neutrality ” of most 
Central Banks towards Forward Exchange is probably largely due 
to their failure to realise either the reciprocal nature of the relations 
between Interest Parities and forward rates, or the extent and 
importance ol the rival money market which interest arbitrage 
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facilities create. On the assumption that forward rates are a 
passive factor determined by Interest Parities, it may be possible to 
argue in favour of a laissez-faire policy in the sphere of Forward 
Exchange. Once, however, the reciprocity of the relations between 
Interest Parities and forward rates is realised, it is difficult to escape 
the conclusion that the monetary authorities cannot afford to ignore 
Forward Exchange. The discussion of the whole question of 
whether active intervention in the Forward Exchange market to 
supplement the discount rate policy, as proposed by Mr. Keynes, 
would be feasible or desirable, is outside the scope of this chapter, 
for it is discussed fully in Chapters XXXIV to XLIV. Even at 
this stage, however, it may be remarked that, in the light of 
the realisation that forward rates, if allowed to look after them- 
selves, are apt to influence internal short-term interest rates, 
Mr. Keynes’s proposal does not appear nearly so revolutionary as 
it does in the light of the misconception that, in the absence of 
official intervention in the Forward Exchange market, interest 
rates are always the cause and forward rates are always the effect. 

The fact is that, wdiether or not the authorities interfere with 
forward rates, the latter tend to affect discount rates. The differ- 
ence between the existing state of affairs and the system described 
by Mr. Keynes is that at present the effect of forward rates on 
discount rates frequently clashes with official policy, while Mr. 
Keynes’s proposal w^ould ensure that the effect of forward rates on 
discount rates would be in accordance with the lines of official 
policy. Thus, even from the point of view of orthodox discount 
rate policy, it is a mistake to adopt an attitude of neutrality towards 
the Forward Exchange market. Those who think that it would be 
going too far to bring about an artificial appreciation of forward 
rates .m order to attract or retain foreign balances may well consider 
whether it would not be desirable in given circumstances for the 
authorities to counteract at least the discrepancies between forward 
rates and their Interest Parities, so as to prevent the development 
of a rival loan market which interferes with internal money rates. 

There is another consideration of great importance from both a 
theoretical and a practical point of view. As a result of lasting 
discrepancies between Interest Parities and forward rates, situations 
may, and frequently do, arise in which funds move from the dearer 
market to the cheaper market. Even though the Bank rate may 
be at 6 per cent in Paris, 2 per cent in London and i| per cent in 
New York, the discrepancy between forw^ard rates and their 
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Interest Parities can result in wholesale movements of funds from 
Paris to both London and New York, and also in movements of 
funds from London to New York. Thus, as a result of the recipro- 
city of relations between Interest Parities and forward rates, money 
tends to become dearer in markets where it is dear already, and it 
tends to become cheaper in markets where it is cheap already. It 
will surely puzzle the laissez-faire economists to figure out how this 
unquestionable fact can be reconciled with their theory of economic 
optimism. 

(11) OUTSIDE INFLUENCES 

Finally, it must be pointed out that in itself the reciprocity theory 
does not always explain the tendency of money rates and Interest 
Parities to move together to a reasonably large extent. It is essential 
to recognise that the adjustment of discrepancies between the two 
is due not only to the influence of Interest Parities on forward rates 
but also to the influence of forward rates on Interest Parities. It 
is also necessary, however, to bear in mind that often the parallel 
movement of Interest Parities and forward rates is due not to their 
reciprocal influence on each other, but to outside influences which 
have a similar effect on both curves. We shall see in Chapter 
XXIII how an adverse change in the trade balance tends to affect 
forward rates. As such a change also tends to influence interest 
rates, the same factor is responsible for both a change of the 
forward rate and a corresponding change in its Interest Parities. 
Another influence affecting both forward rates and their Interest 
Parities is the overvaluation or undervaluation of spot rates com- 
pared with then Purchasing Power Parities. This factor will be 
examined in detail in the next chapter. 

Outside influences may affect interest rates and forward rates 
simultaneously, but more frequently than not they affect one before 
the other. In such instances it may appear as though interest rates 
affect forward rates or vice versa, although actually both are affected 
by a third factor. It is indeed very difficult to draw a line between 
the cases when interest rates and forward rates affect each other 
and those when they are affected by outside influences. 



CHAPTER XXII 


THE PURCHASING POWER PARITY THEORY 
OF FORWARD EXCHANGE 


(1) EFFECT OF PRICES ON FORWARD RATES 
AND INTEREST PARITIES 

Having demonstrated the reciprocal nature of the influence of 
forward rates and Interest Parities on each other, we may go a step 
further in our investigation of the factors affecting forward rates. 
While Forward Exchanges and Interest Parities affect each other 
reciprocally, both in turn are yet to be affected by outside factors. 
Forward rates are to a large degree influenced by the ratio between 
the internal purchasing power of the currencies concerned, in other 
words, by the Purchasing Power Parities of the spot exchanges.^ 
The discovery of this interesting fact was made by a practical 
banker, Mr. W. W. Syrett. In an article entitled A Revision of 
the Theory of Forward Exchanges in the June 1936 issue of The 
Banker, he maintained that under the changed conditions the Interest 
Parity theory no longer holds good, but miist be replaced by a theory 
according to which the general tendency of forward rates depends 
upon their Purchasing Power Parities. He pointed out that while 
the operation of Exchange Equalisation Accounts prevents spot 
rates from adjusting themselves to their Purchasing Power Parities, 
forward rates, being allowed to take care of themselves, tend to 
move towards the level to which spot rates would move if they had 
the same freedom. In the form in which Mr. Syrett’s theory is 
advanced, it is crude, one-sided and grossly exaggerated ; but it 

^ Throughout this volume the term “ Purchasing Power Parities ” is used to 
indicate a vague and by no means easily definable ratio between the internal 
Purchasing Power of the currencies. It is not used in the sense of a definite figure 
representing the arithmetical ratio between two sets of index numbers. An alterna- 
tive term would be the ‘‘equilibrium level of exchanges/' -which would have the same 
meaning without aonveying the impression of a precise arithmetical ratio. Since, 
however, the term Purchasing Power Parities is better known, for the sake of con- 
venience I propose to use it, with the mental reservation that Purchasing Power 
Parities are essentially vague, elastic and ill-defined. 
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THE THEOBY OF FOBWARD EXCHANGE 

opens up, nevertheless, interesting avenues for further research into 
the nature of Forward Exchange. 

This new theory, far from being an alternative to the Interest 
Parity theory, as Mr. Syrett claims, is actually complementary to 
it, for to a large degree changes in Interest Parities are due to the 
overvaluation or undervaluation of spot exchanges compared with 
their Purchasing Power Parities. The lasting deviation of forward 
rates from their Interest Parities is also largely due to the under- 
valuation or overvaluation of spot exchanges in relation to their 
Purchasing Power Parities. Although the direct cause of such 
deviations may lie in the trade balance, speculation, etc., these are 
very often the effect of the more fundamental cause of overvaluation 
or undervaluation of a currency. 

(2) EEFEGT OF OVEEVALTJATION OF A CUREEXCY 

If an exchange is overvalued compared with its Purchasing 
Power Parities, forward rates tend to move against the country 
concerned, for the following reasons : 

1. Interest rates in the country with an overvalued currency 
tend to rise, especially if the currency is defended by the 
more or less orthodox methods of raising the Bank rate and 
imposing credit restrictions, or if the adverse pressure on the 
spot exchange caused by its overvaluation leads to an outflow 
of gold. In countries which are not on a gold standard the 
effect of overvaluation upon interest rates is not so pro- 
nounced, but where there is prolonged adverse pressure due 
to gross overvaluation, the effect is likely to manifest itself 
sooner or later as a result of Exchange Equalisation Account 
operations, or through other channels. 

2. The trade balance of a country with an overvalued currency 
tends to become adverse, and consequently, other things 
being equal, forward selling of the national currency on com- 
mercial account tends to exceed forward buying on commercial 
account. It is possible, however, to neutralise this tendency 
by import restrictions, export subsidies, etc. 

3. Even if the overvaluation of the currency does not produce an 
import surplus, commercial forward selling will exceed com- 
mercial forward buying, owing to the pessimism with which 
mercliants view the prospects of the currency concerned. 
Those who expect payments in that currency are likely to 
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cover their exchange risks, while those who have to make 
payments at a future date may leave the exchange uncovered 
in the hope of benefiting by its subsequent depreciation. 
Should the discount become prohibitive, however, this factor 
may be reversed. 

4. The same considerations as under (3) apply to hedging against 
risk on assets in a country with an overvalued currency. 

5. Speculative anticipation of devaluation or depreciation of an 
overvalued currency is an important cause of the widening 
of the forward discount. Here, again, the tendency may be 
reversed, as many bears may decide to cover if the discount 
has, in the opinion of the market, become excessive. 

0. The overvaluation of a currency tends to tighten credit 
resources as a result of the flight of capital, national or foreign. 
This is important because, owing to contraction of liquid 
resources, interest arbitrage is unable to take full advantage 
of the discrepancy between forward rates and their Interest 
Parities, and is thus unable to counteract the widening 
tendency of the forward discount. 


(3) EFFECT OF UNDERVALITATIOX OF A CURRENCY 

If a currency is undervalued compared with its Purchasing 
Power Parities, forward rates tend to move in favour of the 
country concerned, for the following reasons : 

1. Interest rates in the country with an undervalued currency 
tend to fall, especially if the influx of gold caused by the 
undervaluation of the currency is allowed to produce its 
effect upon money resources, and especially where such an 
influx is met by a prompt reduction of the Bmk rate. Even 
in countries which are not on a gold standard, the under- 
valuation of the currency may lead to an influx of gold 
through the operation of Exchange Equalisation Accounts, 
the financing of whose gold purchases may necessitate an 
expansion of Central Bank credit. 

2. The trade balance of a country with an undervalued currency 
tends to become favourable, notwithstanding measures taken 
by other countries to keep out its goods. A favourable trade 
balance involves more buying than selling of the Forward 
Exchange of the country concerned. 

3. This excess of commercial forward buying of the undervalued 
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currency will be accentuated by the optimism with which 
merchants view the prospects of the currency concerned. 
Those who in 1935-36 expected to make payments in dollars, 
for instance, were inclined to cover their exchange risk, while 
those who expected payment at a future date preferred to 
leave the exchange risk uncovered. Should the premium 
become prohibitive, however, this factor may be reversed. 

4. The same considerations as under (3) apply to hedging 
against risk on assets held abroad by nationals of the country 
with an undervalued currency. 

5. Speculative anticipation of an appreciation of an undervalued 
currency is another important cause of the widening of the 
forward premium, but if it is overdone the tendency may be 
reversed. 

6. The plethora of short-term funds in a country with an under- 
valued currency usually leads to measures which seek to 
discourage a further influx of foreign balances through arbit- 
rage by a refusal to accept deposits or a refusal to allow inter- 
est on them, or by charging a commission on new foreign 
deposits. 

(4) LIMITATIONS OF THE THEOEY 

To summarise the conclusion, it is probable that if the spot 
exchange is overvalued or undervalued, the Interest Parities of the 
Forward Exchange will He between the spot exchange and its 
Purchasing Power Parities, and actual forward rates will move 
between their Interest Parities and the Purchasing Power Parities. 
When the spot rate is overvalued compared with its Purchasing 
Power Parities, the forward rate is undervalued compared with its 
Interest Parities ; when the spot rate is undervalued compared 
with its Purchasing Power Parities, the forward rate is overvalued 
compared with its Interest Parities. It is important to emphasise 
that, in the event of wide discrepancies, the adjustment of either 
Interest Parities or actual forward rates to the Purchasmg Power 
Parities of the spot exchange is never likely to be anything Hke 
complete. For instance, the French franc was between 75 and 76 
during the greater part of 1 935-36, while its Purchasing Power Parity 
in relation to sterling was probably somewhere between 95 and 105. 
All this time the Interest Parity for three months’ forward francs 
was never higher than 77, while even the actual forward rate was 
never over 86 and was mostly between 77 and 79. 
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Tlie validity of the Purchasing Power Parity theory of Forward 
Exchange is not confined to abnormal conditions. After all, under 
the gold standard spot rates are even more effectively prevented 
from adjusting themselves to their Purchasing Power Parities than 
under a regime of fluctuating currency with Exchange Equalisation 
Accounts in full operation. Whenever a currency is overvalued 
there is, for the reasons enumerated above, a persistent pressure 
on the Forward Exchange. If in spite of this it does not go to a 
corresponding discount, it is because there is also a persistent 
pressure on the spot exchange, which is frequently in the vicinity 
of gold export point. So long as there is confidence in the stability 
of the currency, its forward quotation does not go beyond export 
point, and therefore it cannot go to a discount in accordance with 
the rules of the Purchasing Power Parity theory, any more than in 
accordance with those of the Interest Parity theory. The fact, 
however, that in certain circumstances the existence of gold points 
prevents the working of these theories does not thereby render them 
invalid. 

A much more important deficiency in the theory is that it 
operates to any large extent only when the adjustment of spot rates 
to their Purchasing Power Parities is generally anticipated, whether 
rightly or wrongly. This was the case of the forward rates of 
the Gold Bloc currencies in 1935-36, of the forward dollar in March 
1933, and of forward sterling in 1931 and 1936. In each of these 
instances, the anticipation of an adjustment of spot rates to their 
Purchasing Power Parities, an anticipation expressed by an under- 
valuation of forward rates compared with their Interest Parities, 
was confirmed by events. In a number of instances, however, 
during the early post-war years, the overvaluation of the forward 
rates of the German mark, French and Belgian franc, lira, etc., in 
anticipation of the adjustment of the undervalued spot rates to their 
Purchasing Power Parities, proved to be entirely mistaken. 

Man 3 ^ other examples could be quoted from post-war exchange 
movements to show how undervalued exchanges are sometimes 
viewed with pessimism while overvalued exchanges are sometimes 
expected to appreciate further. Th^ tendency’' of the dollar at the 
end of 1933 provides the most characteristic instance. In such 
cases none of the material or psychological factors through which 
the Purchasing Power Parity theory works becomes operative. On 
the contrary, the overvaluation of a spot currency does not prevent 
its forward rate from going to a premium, while the undervaluation 
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of a spot currency does not prevent its forward rate from going to 
a discount. 

Thus it is true to say that if, for whatever reason, a currency is 
expected to depreciate, its Forward Exchange is likely to go to a 
discount, while if the currency is expected to appreciate its Forward 
Exchange is hkely to go to a premium. This is true whether the 
expectation of a rise or fall in the currency is due to its under- 
valuation or overvaluation or to some totally different set of causes. 

(5) WAENING AGAINST DOGMATISM 

Nevertheless, this primitive explanation cannot be recommended 
as a substitute for the much more sophisticated explanation pro- 
vided by the Purchasing Power Parity theory of Forward Exchange, 
because in a majority of cases, and taking a long view, a currency 
is usually expected to depreciate if it is overvalued and it is usually 
expected to appreciate if it is undervalued. 

Thus the Purchasing Power Parity theory is a more rational 
basic explanation of Forward Exchange tendencies than is the 
primitive psychological theory that exchanges which are expected 
to rise are at a premium while those wMch are expected to fall are 
at a discount. It is useful, however, to bear in mind the limitation 
of the Purchasing Power Parity theory, if only in order to avoid the 
development of a too dogmatic conception about it. 

It is also important to bear in mind that, unless the speculative 
factor operates on a large scale, the extent to which forward rates 
tend to move towards Purchasing Power Parities is comparatively 
small. It is mainly in a “ gamblers’ market ” that the Purchasing 
Power Parity Theory of Forward Exchange operates to a sufficiently 
large degree to assume a really considerable importance from a 
practical point of view. 

Above all, I am anxious to avoid creating the impression that 
there may exist some mysterious urge which forces forward rates 
to move towards their Purchasing Power Parities. When dealing 
with such an essentially concrete subject as Forward Exchange we 
should at all costs avoid that suit of mysticism which is so largely 
to blame for the frequent clash of economics and reality. It is the 
acolytes of this cult who are responsible for the absurd theory that 
if a country over-lends or over-imports, this necessarily leads in the 
long run to a corresponding increase of its exports. By what exact 
process this miracle occurs is never explained, and the alleged ad- 
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Jiistment is shrouded under a veil of mystery. Similarly Professor 
Cassel’s Purchasing Power Parity theory of exchanges conveys the 
impression that there is some mysterious urge forcing spot exchanges 
to adjust themselves to their Purchasing Power Parities. This 
mystical conception had secured such a hold that for a long time 
after the elaboration of the theory nobody had attempted to pene- 
trate behind the veil of mysticism and come down to concrete facts 
to show exactly how the theory actually works. Fortunately, 
in the case of the Purchasing Power Parity theory of Forward 
Exchange, we are able to ascertain all the factors, whether 
material or psychological, through which the theory operates in 
practice. To the extent to which Purchasing Power Parities 
tend to affect forward rates they exert their influence through 
a set of very definite and easily defined factors, as we have seen 
above. 

(6) DIRECT EFFECT OF FORWARD RATES OH PRICE LEVELS 

The next step is to examine ivhether the principle of reciprocity 
that characterises the relation between forward rates and their 
Interest Parities also applies to the relationship between forward 
rates and their Purchasing Power Parities. The direct effect of a 
discount on the Forward Exchange upon internal commodity prices 
in the countries concerned is to a large extent similar to that of a 
depreciation of the spot exchange. If spot francs are quoted at 
76, while forward francs for three months are quoted at 80, the 
latter is the rate French importers have to pay, unless they prefer 
to take the speculative exchange risk, or unless they are in a posi- 
tion to pay cash or buy spot exchange in advance of maturity. If 
they insist upon payments in francs, it is foreign exporters who 
have to cover the exchange risk, and they quote their prices to 
allow for the cost of covering. Thus the direct effect of a discount 
on forward francs caused by overvaluation of the spot franc is to 
cause a rise in the French commodity prices in terms of francs. At 
the same time, however, French commodity jmces become lower 
in terms of sterling or dollars, and since it is these and not the franc 
prices that really matter from the point of view of the equilibrium 
level of the franc, evidently the direct effect of a discount on forward 
francs is to reduce the international overvaluation of the French 
currency. 

In a similar way the premium on forward sterling or dollars 
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tends to reduce the undervaluation of those currencies, since it 
increases the price of British or American goods in terms of francs 
from the point of view of French buyers covering the exchange risk, 
even though it may tend to cause a slight fail in British or American 
prices in terms of sterling or dollars as a result of the reduced cost 
of certain commodities imported from France. 

The direct effect of a forward discount or premium on an over- 
valued or undervalued currency is somewhat similar to that of a 
corresponding change in the spot rate. In both cases prices in the 
countries concerned tend to rise or fall in terms of the national 
currencies, but not sufficiently to prevent a partial adjustment to 
equilibrium level as a result of the depreciation or appreciation of 
the exchange. The question is whether the effect of a discount or 
a premium on the Forward Exchange is as pronounced as is the 
effect of a corresponding change in the basic exchange rates, assum- 
ing, of course, that the premium or discount is of a sufficiently 
lasting nature to produce its full effect on prices. Would a per- 
sistent discount of, say, 5 per cent on forward francs for three 
months reduce the overvaluation of the franc to the same extent 
as a devaluation of the franc by 5 per cent 1 In all probability, the 
direct effect of the discount would remain less than that of the 
devaluation ; that is, both the rise in French prices in terms of 
French francs and their fall in terms of sterling and dollars would 
be less pronounced. For, while a devaluation would affect every- 
body, a discount on forward francs affects only those French 
importers of foreign goods and foreign importers of French goods 
who choose to cover the exchange risk. As I have already pointed 
out, there are alternatives to covering by means of Forward 
Exchange operations. Moreover, if payment for goods imported 
to and exported from France should be due in less than three 
months, the percentage of the depreciation would be considerably 
less than 5 j)er cent. 

(7) ixninECT effect of foewabb eates on price levels 

The indirect effect of the discount on forward francs would, 
moreover, counteract its direct effect. We saw in the last chapter 
that a discount on the Forward Exchange tends to cause interest 
rates to rise. This, together with the curtailment of credit as a 
result of the use of large amounts abroad in interest arbitrage, 
should cause commodity prices to Ml, or at any rate should moderate 
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their rising tendency. On the other hand, a devaluation of a 
currency tends to relax the pressure on interest rates and on the 
volume of credit, and tends to accentuate the rise in prices in terms 
of the national currency that follows devaluation. Similarly, the 
indirect effect of a premium on forward dollars upon the American 
price level would be a rising tendency, while the indirect effect of 
an appreciation of the dollar, through its influence upon interest 
rates, and the volume of credit, would be a falling tendency. 

To summarise the conclusion : the direct effect of a premium or 
discount on the Forward Exchange in the direction of restoring equi- 
librium is less than that of a corresponding appreciation or deprecia- 
tion of the spot rate. On the other hand, while the indirect effect of 
an appreciation or depreciation of the spot rate tends to reinforce 
its direct effect, the indirect effect of a premium or a discount on 
the forward rate tends to offset its direct effect. Actually, whether 
a forward premium or discount, while it lasts, tends to eliminate 
the undervaluation or overvaluation of the currency to a greater 
or less extent than a corresponding change in the basic rate varies 
from case to case. The Cj[uestion is well worth examination when- 
ever it arises. Even in normal conditions, when the premium or 
discount on forward rates is narrow, its significance from the point 
of view of its effect on prices is similar to that of the fluctuations 
of spot rates within their gold points. In abnormal conditions, 
when the discount or premium is apt to be very wide, it becomes a 
factor of importance, and one which ought not to be ignored either 
from a theoretical or from a practical point of view. Factors of 
less importance have been subjected to close examination, and it is 
high time that students of price movements took notice of Forward 
Exchange. ' 
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TRADE BALANCE AND FORWARD EXCHANGE 

(I) EFFECT OF ADVERSE TRADE BALANCE ON FORWARD BATE 

It is generally known that the trade balance affects forward rates 
through its effect upon the supply and demand for currencies for 
forward delivery. Various writers have pointed out that an excess 
of commercial demand over supply, or an excess of commercial 
supply over demand, may cause forward rates to diverge from their 
Interest Parities. But there are other, less generally recognised, 
ways in which the trade balance can affect forward rates. Nor is 
it generally realised that forward rates, in their turn, may affect 
the trade balance. Literature on the question of the relationship 
between the trade balance and Forward Exchanges, as on so many 
other Forward Exchange questions, has been largely superficial, 
although it deserves close examination. 

If there is an adverse change in the trade balance — whether 
seasonal or fundamental — on commercial account there will be less 
buying and more selling of the Forward Exchange of the country 
concerned. This is because a large proportion of its foreign trade 
is usually covered by means of Forward Exchange, so that any 
change in the amount which can be covered produces an immediate 
and direct effect upon forward rates. The development of an 
adverse trade balance affects the forward rate before it affects the 
spot rate. In so far as this effect is noticed, it is generally attributed 
to the discounting of the adverse change in the trade balance. In 
reality , the direct effect manifests itself even if merchants or specu- 
lators are not in a position to anticipate the change. Unless the 
change is seasonal, or unless it is due to obvious factors— such as 
the Japanese earthquake of 1923 — ^it can be ascertained only after 
a slight delay, when the figures are published, which is usually 
some little time after the end of the month in question. The 
amount of invisible trade can be ascertained only approximately 
and after the end of the year, when, with some months’ delay, the 
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balance of payments estimates are published. Nevertheless, the 
forward rates are affected long before the change in visible or in- 
visible trade is shown by published figures. 

The result of a decline in exports or an increase of imports of a 
country is a depreciation of the forward rate in consequence of an 
excess of commercial supply over commercial demand. On such 
occasions the forward rate tends to depreciate below its Interest 
Parities. This leads to — 

1. A withdrawal of funds employed by foreign banks in interest 
arbitrage, owing to the increased cost of covering the Forward 
Exchange. 

2. An outflow of national funds, owing to the profit on covered 
interest arbitrage. 

3. An increase of acceptance availments by foreign borrowers 
owing to the lower cost of covering the exchange. 

4. An increase of the amount of bills discounted by foreign 
holders in the market concerned. 

5. A pressure on the spot exchange because of the depreciation 
of the forward rate. 


(2) EFFECT ox SPOT RATE 

The pressure of the forward rate caused by the commercial 
factor will spread to the spot rate. At the same time withdrawals 
of arbitrage funds and the increase of acceptance availments tends 
to mitigate the depreciation of the forward rate. Whether the 
equilibrium is restored before the beginning of the actual direct 
seasonal pressure on the spot exchange depends on the one hand 
upon the relative importance of the commercial factor and on the 
other hand upon the withdrawal of arbitrage funds, the increase of 
acceptance availments and the increase in the volume of foreign- 
owned bills discounted in the market concerned. 

It is possible that the repercussions of a depreciation of the 
forward rate will cause the spot rate to fall to its gold export point 
even before it begins to come under the direct influence of the 
adverse change in the trade balance. As a result, the forward rate 
will become overvalued through the operation of the gold points. 
It may rise above its Interest Parities. Tins will tend to reverse 
the factors enumerated above, even before the Bank rate is 
raised. 

The speculative anticipation of a change in the trade balance 
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through seasonal factors or through forthcoming adverse develop- 
ments, such as a big strike, is thus apt adversely to affect both the 
spot and the forward rates. The pressure on the forward rate 
comes in addition to the pressure on the spot rate. Thus, forward 
facilities tend to accentuate the total volume of adverse pressure. 
In these instances the usual text-book theory that Forward Ex- 
change facilities tend to spread the effect of an adverse trade 
balance over a longer period can hardly be said to hold good. 
Arbitrage does not fulfil in such circumstances the role assigned 
to it by the teachings of classical economics. Instead of counter- 
acting discrepancies due to the commercial factor, it actually 
accentuates them. If all that happened was that British importers 
covered their dollar requirements in May instead of September, 
the total volume of selling pressure on sterling would remain un- 
changed. Even then if an import surplus is covered by purchases 
of foreign currencies forward, it does not mean that to that extent 
the spot exchange becomes relieved of the pressure. All that 
happens is that the pressure on the spot exchange is postponed 
until the forward contracts mature. When the exchanges bought 
for forward delivery have to be delivered, then the ultimate seller 
may have to acquire them, and in doing so he naturally increases 
the spot buying pressure on the exchanges concerned. Over a 
given period the total pressure on the spot exchange on commercial 
account is the same whether or not part of the requirements are 
covered by forward transactions. What happens in consequence 
of forward covering is that there will be an immediate pressure on 
the spot exchange in consequence of the withdrawal of arbitrage 
funds. This immediate pressure may take place in addition to 
the eventual pressure on the spot exchange through the execution 
of forward contracts on commercial account, in which case the 
total selling pressure on the spot exchange is larger than it would 
be in the absence of arbitrage. Whether this anomaly tends to 
correct itself depends upon many circumstances. 

(3) EEADJIJSTMENT 

It is through the depreciation of the spot exchange — whether 
in consequence of the withdrawal of arbitrage funds or in conse- 
quence oi spot purchases for commercial requirements — that auto- 
matic readjustment operates. Since this depreciation, by bringing 
the spot rate to gold export point, cancels out the undervalua- 
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tion of the Forward Exchange, it checks the outflow of arbitrage 
funds. If the depreciation of the spot rate leads to an over- 
valuation of the Forward Exchange, the result will be a return 
of arbitrage funds to the centre concerned. This again would 
relieve the commercial pressure on the spot exchange. Once the 
spot rate has depreciated, the existence of Forward Exchange 
facilities thus tends to readjust the disequilibrium. It makes good 
the harm which it causes during the earlier stages when the effect 
of commercial pressure, being confined to the forward rates, causes 
their undervaluation. More often than not, however, the flow of 
arbitrage funds is reversed on a sufficiently large scale only when 
the trade balance itself has changed for the better. 

The fact that at the later stages of the process Forward Ex- 
change facilities may make good the damage ” caused during 
the earlier stages does not alter the fact that in the initial stages 
Forward Exchange, if allowed to take care of itself, produces 
a decidedly unwanted tendency. Interest arbitrage, instead of 
filling the gap between supply and demand for Forward Exchange 
on commercial account, in accordance with the principles laid down 
by laissez-faire economists, in certain circumstances tends actually 
to widen the gap. The remedy for this deficiency of the system is 
control of the forward rates to prevent an adverse trade balance 
from causing their undervaluation. 

(4) INDIRECT EFFECT 

It ought to be borne in mind that when an adverse change in 
the trade balance causes a depreciation of the forward rate, the 
selling pressure on the spot exchange that follows is not the direct 
result of the withdrawal of arbitrage funds. Since the Forward 
Exchange for such funds was covered in advance, all that happens 
is that the holders deliver the exchange when their forward sale 
matures instead of renewing their commitments by buying spot 
and selling forward once more. This does not, however, make any 
difference to the effect upon the spot i^ate. The spot exchange 
delivered by the arbitrageurs constitutes an additional supply in 
the market, over and above the current supplies ; thus its sale 
must result in an adverse tendency in the spot rate. This is the way 
in which the withdrawal of arbitrage funds^ — whetlier caused by 
an adverse trade balance or by a change in Interest Parities— affects 
the spot exchange and may lead to a loss of gold. On the other 
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liaiid, the absence of any forward renew^'a! sales on the part of 
arbitrageurs brings indirect relief to the forward rate, which may 
recover some of its depreciation caused by the trade deficit. 

A change in the trade balance affects forward rates indirectly 
also through its iiifiiience upon interest rates, which tend to "rise 
in the (U)uiitry with an adverse trade balance and fall in the country 
with tlie favourable trade balance. This leads to a change in Interest 
Parities, which tends to accentuate the unfavourable tendency in 
forward rates, caused through the direct effect of a trade deficit. 


(5) EFriiJCT OF FOR'WAED EXCHANGE ON TRADE BALANCE 

Let us now examine the effect of Forward Exchange upon the 
trade balance. The existence of Forward Exchange facilities tends 
to stimulate exports from financially strong countries to financially 
woa-k countries. In their absence, importers in the weak countries 
would often insist upon buying in terms of their national currency, 
and since many foreign exporters w^ould not be prepared to take 
the exchange risk, in many instances negotiations for the import 
of goods would fall through. The exporters of the financially weak 
(‘onntries would also ])r6fer to cpiote in terms of the national cur- 
rency, but they would not be nearly so insistent upon this point 
as imporlers, since they would stand to gain and not lose through a 
depreciation of the national currency . In consequence, the existence 
of J^'orward Exchange facilities tends to create an adverse balance 
for weak countries — precisely those which can least afford an adverse 
balance. The im|)ortance of this argument should not, however, 
be over-estimated, especially as recent years have witnessed the 
depreciation or devaluation of the three strongest currencies. 

We have already touched upon the effect of forward rates upon 
the trade l>alanee when dealing with the Purchasing Power Parity 
tl’ieory of Forward Exchange, It is necessary to distinguish be- 
tween tf'ie effect of a premium or discount and that of an over- 
valuation or undervaluation of the forward rates compared with 
their Interest Parities. For obvious reasons the effect of a premium 
on a Forward Exchange is similar to that of an appreciation of the 
spot exchange, while the effect of a forward discount is similar to 
that of a depreciation of the spot exchange. There is, however, a 
marked difference in degree. As we pointed out in Chapter XXII, 
the covering of the excliange risk on foreign trade transactions 
is by no means universal, and in any ease it can be effected by 
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means other than Forward Exchange operations. If, for the sake 
of argument, we assume that 50 per cent of foreign trade is coyered 
by means of Forw'-ard Exchange transactions, then the effect of a 
premium or a discount of, say, 5 points for three months is, other 
things being equal, the same as an appreciation or depreciation 
of the spot exchange by 2-| points, provided that the covering 
is wholly done on a three months’ basis. This, of course, assumes 
that imports and exports of the country concerned are covered to 
an equal degree. This is not, however, necessarily the case. In 
fact, PFhenever there is a substantial premium or discount, it 
usually indicates the anticipation of an appreciation or deprecia- 
tion of the spot exchange, and consequently commercial covering 
of the exchange risk tends to become rather one-sided. If, for 
example, the forward franc is at a discount of 5 per cent, the dis- 
count will tend to affect French importers to a higher degree than 
French exporters, for most French importers cover the exchange 
while many exporters would prefer to stand a chance of gaming 
by a deiireciation of the franc. Similarly, most foreign exporters 
selling in terms of francs will cover the exchange, while most 
foreign importers buying in terms of francs will prefer to leave 
the exchange open in the hope of a depreciation. Evidently, the 
approximate estimate of the effect of premium or discount on the 
trade balance of a country is not a matter of simple arithmetic. 


(6) EFFECT THEOITGH INTEREST RATES 

If the premium or discount on the Forward Exchange is more 
or less in accordance with Interest Parities, it is not likely to 
affect the trade balance otherwise than in the way indicated 
above. If, however, the forward rate is undervalued or overvalued, 
then it is likely to affect the trade balance by means of its influence 
upon interest rates. The undervaluation of Forward Exchanges 
leads to an outflow of funds employed in interest arbitrage. If the 
pressure is strong or persistent ^he result is a loss of gold ; and 
this, togetlier with the competition of the higher yield on the swap, 
leads to higher interest rates in the losing country and lower 
interest rates in the gaining country. Tins argument was discussed 
in some detail in Chapter XXI, when we dealt with the effect of 
forward rates on interest rates. Here it is sufficient to add that 
in so far as the undervaluation of a Forward Excliange leads to 
higher interest rates and tighter money conditions, and in so far 
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as these in, turn lead to lower prices, it will have a favourable effect 
upon the trade balance. Conversely,' in so far as the overvaluation 
of the 'Forward Exchange leads to cheaper and easier money and 
.in so fiir as this in turn leads to higher commodity prices, it will 
.affect the trade balance unfavourably. From this point of view 
the working of the Forward Exchange system tends to provoke 
automatic adjustment to some degree. 

Even if the effect of the undervaluation of forward rates com- 
])ared with their Interest Parities is not sufficient to bring about a 
foil in prices, or even to check the rising trend in prices, it doubtless 
cont-ributes to the slowing down of the upward movement. In 
France, for instance, the rise in prices during the second half of 
1935 and the first three-quarters of 1936 would probably have 
been even more pronounced than it actually was had money 
conditions not been made tight by the depreciation of the forward 
franc. 

Thus the depreciation or appreciation of a Forward Exchange 
gives rise to a tendency towards a readjustment of the trade balance 
of a country with an overvalued or undervalued currency, both 
through its direct effect upon imports and exports, and through 
its indirect effect u])on commodity prices through the intermediary 
of interest rates and the supply of credit. Except, however, in 
entirely abnormal conditions, such as existed in France during 1935 
and 1930, the importance of these influences upon the trade balance 
is probably not very great. 



CHAPTER XXIV 


INTERNATIONAL LENDING AND FORWARD EXCHANGE 

(1) EFFECT OP SHORT-TERM LOANS 

The role played by investment abroad in providing one of the 
sources of the activity of the Forward Exchange market has been 
discussed in Chapter XIII, We have seen that many of those who 
invest their capital in a foreign country have acquired the habit 
of hedging against the risk of the depreciation of its currency. In 
Chapter XI V we have seen that to a large extent short-term balances 
held in a foreign currency are also covered by Forward Exchange 
operations. In both of these chapters we confined ourselves to 
examining the w^ays in which international long-term or short-term 
lending leads to an increase of the volume of Forward Exchange 
business. In the present chapter shall attempt to examine how 
international lending affects forward rates and, conversely, how 
forward rates and the existence of the Forward Exchange system 
in general affect international lending. 

The effect of short-term lending on forward rates is, as a rule, a 
buying pressure on the Forward Exchange of the lending country 
and a selling pressure on the Forward Exchange of the borrowing 
country. The “pressure naturally depends upon the extent to which 
short-term credits are covered — by the borrower if they are granted 
in the currency of the lender, or by the lender if they are granted 
in the currency of the borrower. The general rule does not neces- 
sarily appty to acceptance credits, for these may be used to finance 
trade between two foreign countries. If the credit is granted by a 
London acceptance liouse to a German exporter to the Argentine, 
the German sells the spot sterling as soon as the bill is accepted 
and discounted, so that there is no need for him to cover any 
excluinge risk. On the other hand, the Argentine importer of 
German goods will cover the exchange on the sterling payment he 
has to make in three months' time. In this instance it is not the 
Forward Exchange of the country to which the credit ivS granted 

m 
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but tlie Forward Exchange of the third country that is affected 
adversely by the operations. From the point of view of the effect 
on forward steiiiiig, liow^ever, it Is immaterial whether the payment 
in tliree months’ time is covered by Germany or by the Argentine. 
So lon,g a.s the sterling acceptances are discounted in London, the 
granting of acceptance credits involves a selling pressure on spot 
sterling and a buying pressure on forward sterling. 

' (2) ACCEPTANCE AVAJXMENTS AND FORWARD RATES 

All increase in the volume of availments of acceptance credits 
tends to result in a weaker spot sterling and a firmer forward 
sterling ; conversely a decline in availments results in a firmer 
spot sterl ing and a weaker fonvard sterling. This assumes, of course, 
that tlie relative extent to which the sterling bills are discounted 
in London or abroad remains the same. Availments may be 
increased owing to a reduction of the discount rate or owing to a 
depreciation of the forward rate. They may decline as a result of 
a higher diseoiiiit rate or an appreciation of the foiuvard rate. Be- 
cause of these tendencies, the existence of acceptance credit facilities 
in a centre does much to levTl out discrepancies between Interest 
Parities and forward rates. In a. centre which does not grant 
aeeeptancc facilities the discrepancies are apt to widen until it 
becomes profitable for foreign arbitrageurs to overdraw their 
accounts in that centre ; but as between acceptance centres the 
shifting of availments from one to another tends to check the 
widening of the discrepancies long before the forward rates have 
reached their loan points. In other words, in acceptance centres 
the tendeiuw of discrepancies to provoke their own corrective is 
stronger than it is in centres without acceptance facilities. 

The extent to which availments are shifted from one acceptance 
centre to another is very difficult to ascertain. They cannot always 
be shifted whenever a shifting would be profitable. Even though 
banks may have iniavailed acceptance credits in several centres, 
it is not always possible for them to switch over at a moment’s 
iioti(?e from one centre to another, for the sake of a difference of, 

I annum. To a large extent the financing of 

certain ])ran(I]ies of trade is governed by tradition and custom. All 
the efforts to shift the financiBg of autumn cotton movements to 
dollar acifeptanc^es instead of sterling have produced only a partial 
and temporary result. In many instances agreements fix the method 
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of payments, and it would require lengthy negotiation to obtain an 
alteration in order to switch the availment from one centre to 
another. On the other hand, where overseas acceptance credits 
are arranged by baidcs for their clients, the banks are in a position 
to use dollar acceptances even if their clients require sterling, since 
they can always cover the sterling-dollar exchange risk. It may 
be profitable for them to do so to take advantage of a discrepancy 
between the sterling-dollar forward rate and its Interest Parity. 


( 3 ) ACCEPTANCE CREDITS AND INTEREST PARITIES 

During busy seasons borrowers usually come very near the 
limits of their credit lines in all centres ; in that event they are 
not in a position to choose between the cheaper and the more 
expensive credits. Most of the time, however, they have unavailed 
credits lines in more than one centre. When competition is keen 
and commission rates are low, the cost of covering the Forward 
Exchange may well be the deciding factor in determining upon 
which of the various centres a borrower shall draw. It is no exag- 
geration to say that, even if there were no international movements 
of funds through interest arbitrage, in normal conditions the shifting 
over of availments would in itself be sufficient to make the Interest 
Parity theory work to a reasonably high degree so far as the accept- 
ance centres are concerned. 

Discrepancies between Interest Parities and forward rates are 
apt to become relatively wide when in normal conditions the 
existence of gold points prevents forward rates from adjusting 
themselves to changes in Interest Parities. It is on such occasions 
that there is good scope for switching over from one acceptance 
centre to another. Otherwise, in normal conditions the discrepancies 
may be too short-lived to provide adequate opportunity for it, 
for the shifting of deposits is a more elastic process and holders 
of funds are in a better position than borrowers to take advantage 
of passing discrepancies. 

One reason wdiy accei>tance credits are different from other 
forms of credits from the point of view of their effect upon forward 
rates is that bills drawn under them can be discounted in the 
borrowing country or in some other country, and not necessarily 
in the lending country. This means that, while an overdraft 
granted by a London bank to a foreign borrower is covered as a 
rule in the Forward Exchange . market and gives rise to buying 
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of forward sterling, a bill drawn under a London acceptance credit 
will not give rise to a net demand for forward sterling unless it is 
discounted in London. If it is ■ discounted abroad, the borrower 
may buy. forward sterling, but the holder of the bill may sell 
forward sterling, and the two operations cancel each other out. 
Similarly if the bills are discounted in London but are subsequently 
acquired on foreign account^ — as very frequently happens — then, 
here too, the buying pressure on forward sterling caused by the use 
of acceptance availments will subsequently be cancelled out by a 
coiTespoiiding selling pressure on the part of foreign holders of the 
bills. If the short-term loans assume the form of cash advances or 
deposits, then the effect is usually the same as in the case of the 
majority of acceptance credits. There will be a heavy selling pres- 
sure on the spot exchange and a buying pressure on the Forward 
Exchange of the lending country. And — which comes to the same 
thing— tliere will be a buying pressure on the spot exchange and a 
selling pressure on the Forward Exchange of the borrowing country. 
This rule holds good more generally than in the case of acceptance 
credits, for the exceptions noted above do not arise. 


(4) LOXO-TEEM ■ LOAXS AND FORWARD RATES 

The effect of long-term lending ui)on forward rates depends 
upon the nature of the operation and on the use made of the loan 
proceeds. If a long-term loan is granted in terms of the lender’s 
currency, it will give rise to Forw^ard Exchange transactions only 
if the borrowers choose to leave part of the proceeds in the lending 
centre or to repatriate the proceeds by means of forward rather than 
spot transactions. In either case the result is a selling pressure on 
the Forward Excluinge of the lending country and a buying pressure 
on tlie Forward Exchange of the borrowing country. Thus the 
direct effect on forward rates is the reverse of that of short-term 
lending.’^ 

If a long-term loan is granted in the currency of the borrowing 
country, then it is not likely to affect forward rates, unless the 

^ Herr H. if. Hohlfeld, in, his book Die ernglisch-amenkanisclien Qeldmarki- 
Beziehungen unter dem GohMmuiard (Stuttgart, 1936, C. E. Poeschel Verlag), 
pp. 68-69, peiiitB out that the proceeds of German long-term loans during tlie period 
of post-war stability were to a large' extent provisionally invested in tlie London 
market, and the exchange risk covered through the forward purchase of reichsmarks. 
Sometimes oven the procwds of dollar loans were transferred to London, thoroby 
causing a buying pressurcfi on spot sterling and a selling pressure on forward sterling 
through the covering o|Mffation. ^ 
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lender from time to time considers it advisable to hedge against a 
depreciation of Ms assets. As a general rule it may be said that 
the majority of long-term loans produce no direct effect upon 
forward rates, as they do not involve Forward Exchange trans- 
actions. To some extent, however, international long-term lend- 
ing may affect forward rates indirectly through its effect upon 
spot rates. 


(5) EFFECT OF OVER-LENDING 

Should lending abroad assume sufficient dimensions to cause a 
material depreciation of the spot rate, the forward rates may 
become overvalued compared with their Interest Parities. This 
is particularly likely if over-lending leads to the depreciation of 
the spot exchange to the vicinity of gold export point. When such 
a situation arises it becomes profitable to transfer short-term funds 
for interest arbitrage to the lending centres ; and the stimulus to 
such transfers is increased hy the fact that over-lending tends to 
increase interest rates in the lending centre and to reduce interest 
rates abroad. The influx of short-term funds through interest 
arbitrage tends to counteract to some degree the adverse effect of 
over-lending on the spot exchange. Thus the working of the 
Interest Parities tends to disguise the effect of over-lending. London 
lends to foreign borrowers in the form of long-term loans and auto- 
matically reborrows the funds, as a result of interest arbitrage, in 
the form of short-term deposits. 

These assumptions are correct only if and when the proceeds of 
long-term loans are not left in the lending country. When part of 
the proceeds is so left, the pressure on the spot exchange is lessened, 
wliile the pressure on the Forward Exchange may be strengthened 
by tlie covering of the unused balances. If the proceeds are spent 
in the lending coiintrj^ then neither the spot nor the forward rate 
is affected. Short-term lending abroad tends to adjust itself autc- 
matically through its effect on the forward rate and upon money 
rates at home and abroad. Very often London lends to foreign 
borrowers and automatically reborrow\s in the form of arbitrage 
funds. This is one of the ways in which the existence of Forward 
Exchange facilities encourages the increase of floating international 
balances. In the absence of Forward Exchange facilities, the 
effect of over-lending, whether on short-term or on long-term, 
would be more evident, since the lending centre would not be in 
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a position to re-borrow so easily as it does tliroiigb the automatic 
working of covered interest arbitrage. 

, The system of Forward Exchange has created a vicious circle 
through which funds can flow to and from London almost in- 
definitely. Wliile the immediate effect of the working of this 
vicious cnele is the adjustment of temporary disequilibrium created 
by over-lending, its long-range effect is the creation of large potential 
disequilibrium. If over-lending assumes the form of long-term loans, 
then the effect of the working of this vicious circle is much more 
harinful than in the case of short-term loans. With short-term 
loans, the counterpart of the influx of arbitrage funds is a corre- 
sponding amount of liquid credit, and no danger can arise so long 
as til esc credits are really as liquid as they are supposed to be. In 
the case of long-term loans, however, the influx of arbitrage funds 
simply involves a net increase of the “ negative gold reserve ”, for 
the counterpart is in the form of long-term lock-up investment. 
The lending centre is enabled to lend the same funds over and over 
again, owing to the effect of arbitrage in disguising the real position. 

(fi) INCREASE OF FLOATING BALANCES THROUGH THE 
FOR^VARD EXCHANGE SYSTEM 

During the years 1927 to 1931 heard a great deal about the 
extent to which the operation of the gold exchange standard led 
to the dupli(iation of ci'edit. It is not generally realised that the 
working of the Forward Exchange system tends to lead to the same 
result, }>y enabling the lending centre automatically to re-borrow 
any excess lendings. There are also other ways in which the 
working of the Forward Exchange system tends to increase the 
volume of international floating indebtedness. In order to be able 
to satisfy the demand for Forward Exchange facilities after the 
war, all banks with international connections adopted the habit 
of keeping balances abroad and obtaining overdraft facilities from 
..foreign,, banks. Tlieso arrangements added to the volume, of actual 
and potential floating funds. Moreover, the profit possibilities of 
covered intereKSt arbitrage encouraged the custom of keeping large 
balances in foreign centres. In oertain countries, especially on the 
continent, the swap liabit was not confined to banks, for even the 
general public took a hand at times, thereby increasing the volume 
of fund.s engaged in interest arbitrage. 

The Forwwd Exchange development, by providing facilities 
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for covering the exchange risk, also contributed to the post-war 
increase of international floating indebtedness by helping to create 
a feeling of security. This again encouraged foreign lending, 
borrowing and investment, in spite of the relative uncertainty of 
general conditions during the period of post-war stability. Once 
they had covered their exchange risk, the banks considered their 
foreign deposits to be as safe as they were before 1914, when the 
gold standard was altogether above suspicion. 

( 7 ) DOES FORWARD EXCHANGE LEAD TO DXJFLICATION 
OF CREDIT ? 

The question whether interest arbitrage through swap trans- 
actions leads to a duplication of credit is well worth examining. 
In transactions between financially strong countries the answer is 
in the negative. A British bank with arbitrage funds in New York 
or Paris ’would not include those funds among its cash assets. Nor 
would leading American or French banks do so. The amounts 
kept in foreign balances do not serve as a basis for credit at 
home. Moreover, what thej^ lend abroad through swap trans- 
actions they cannot lend at home. At the same time, the high 
degree of liquidity of such funds probably encourages a degree of 
internal expansion which would not take place if the same amount 
had been employed in home trade or even in uncovered foreign 
balances. 

The position is very different with banks of financially weaker 
countries, which, during the period of stability, regarded sterling, 
the dollar and the franc as absolutely safe. Such banks regarded 
..their covered deposits in these currencies as first-rate cash assets, 
and considered them to be even safer than balances with their own 
Central Banks. The deposits thus served as a basis of internal 
credit expansion in those countries, although at the same time the 
identical funds were being employed, either at home or abroad, by 
the British, French or American banks. Such a situation would 
probably arise, however, even in the absence of Forward Exchange 
feeilities, since the financially w^eaker countries would regard their 
balances in strong countries as cash assets even if the Forward 
Exchange were not covered. But it seems reasonable to assume 
that the existence of Forward Exchange facilities leads to an 
increase of the total of such balances, covered and uncovered — to 
assume, in other words, that, in addition to the balances which the 
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fiiiaB,cially weak countries would be able to keep in the financially 
strong countries without covering the Forward Exchange, they 
would be able and willing to transfer funds to the financially strong 
countries with the Forward Exchange covered. This means that 
Forward Exchange facilities have stimulated that curiously absurd 
process by which poor countries in great need of capital have been 
lending to rich countries, without at the same time depriving them- 
selves of the use of the funds lent abroad. 

This anomaly is one of the characteristics of the Forward Ex- 
change system. On the one hand it secures a flow of loans from 
rich countries to poor countries by providing the means by which 
the lenders or the borrowers can cover their exchange risk. On 
the other hand it very often provides the channels through which 
poor countries lend to rich countries. Whenever the Forward 
Exchange of a country is undervalued it is profitable to transfer 
funds to countries whose Forward Exchange is overvalued. We 
have seen that the heavy discount on forward francs during 1935-36 
led to a wholesale outflow of French funds, even though interest 
rates in Paris were much higher than in London or New York. As 
a result of the working of the Forward Exchange system, money 
can go from where it is dear to where it is cheap. Thus in addition 
to leading to an increase in the volume of international floating 
indebtedness, the system also diverts the flow of funds from normal 
to abnormal channels. 

There is yet another way in which the Forward Exchange 
system is apt to create anomalies in the sphere of international 
lending. Long-term borrowers may find it convenient to repatriate 
the proceeds of their loans liy forward rather than spot transactions. 
If this is done on a sufficiently large scale the Forward Exchange 
of the borrowing country becomes overvalued. As a result, long- 
term lending by a centre, instead of leading to short-term borrowing, 
leads to short-term lending to the borrowing country. 



CHAPTER XXV 


THE RELATION BETWEEN SPOT AND FORWARD RATES 

(1) EFFECT OF SPOT EATBS OK FORWARD RATES 

To answer the question of how spot and forward rates react 
upon each other, it is necessary to examine : — 

1. The effect of spot operations, or movements in spot rates, 
upon forward rates ; 

2. The effect of forward outright operations, or movements in 
forward rates, upon spot rates ; and 

3. The effect of s'wap operations upon both spot and forward 
rates. 

There is a widespread impression that spot operations, or move- 
ments in spot rates, do not affect forward rates. This impression 
originates from the fact that at times of excited dealing, when most 
of the business is done in the spot mai'ket, forward rates remain 
unchanged for a w^hile because dealers have no time to pay attention 
to them. When, however, the commitments are adjusted, then 
dealers usually revise their forward quotations in the light of the 
changed situation. A change in the spot rate usually alters the 
market’s view of the prospects for the exchange concerned, and this 
alteration expresses itself in a change in the forward rates. 

Under the gold standard, movements in the spot rate in certain 
circumstances tend to cause the forward rate to move in an opposite 
direction. This is the case whenever the spot rate is approaching 
gold point. The nearer it comes to gold point, the narrower the 
premium or discount on the forward rate tends to become, for, so 
long as there is confidence in the stability of the currency, it cannot 
go beyond gold point. But even in the absence of any gold points, 
the market usually takes a view as to whether the movement in 
the spot rate lias gone for enough, and, before the spot rate reacts, 
the forward rate anticipates the movement. If, on tlie other hand, 
it is assumed that the prevailing tendency in spot rates will con- 
tinue, then there will be a speculative anticipation in the forward 
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market. Tims forward rates tend to move towards the level at 
which the spot rates are expected to be by the time the forward 
contract falls due. 


( 2 ) EFFECT OF FOBWABD RATES ON SPOT RATES 

To analyse the way in which spot operations or movements in 
spot rates afiect forward rates is a comparatively simple matter. 
The task of examining how outright forward operations or move- 
ments in forward rates affect spot rates is, however, much more 
difficult. According to one theory, any selling or buying pressure 
on the forward rate produces a direct effect on the spot rate in 
that it increases the total supply of, or demand for, the currency 
concerned. It is argued that if a bank sells forward francs out- 
right in the market it adds to the total supply of francs and there- 
fore its operation tends to depreciate the spot rate as well as the 
forward rate. This theory, however, seems to me unacceptable. 
"While the acquisition of spot francs enables the buyer to sell either 
spot or forward francs, the acquisition of forward francs does not 
in itself enable him to sell spot francs. 

It is true that, in many instances, a holder of spot francs, by 
acquiring forward francs, is in a position' to sell his spot francs 
without tliereby creating a short position, but then ho is in a 
position to do so in any case by- means of a swap transaction, 
instead of by buying outright and subsequently selling the spot. 
MoreovC'^r, by such a deal the seller of forward francs may also, be 
placed in a position to buy spot, francs. Admittedly, , it is true 
that certain transactions <3an be done either in, the forward market 
or in the spot market, and that therefore the possibility, of .selling 
the forward exchange acquired might d,ivert -; selling pressure from 
the spot exchange. But in choosing these alternative transactions 
the operator is in effect engagiiig in interest Aarbitrage operations. 
And, in that case, it is these interest arbitrage operation.S' and, not 
the forward outright operations that affect spot rates. ^ 

( 3 ) EFFECT OF COVIRIKO FOEVTARD POSITIOKS BY MEANS OF 
SPOT TBAHSACTXONS 

Apart from their influence on interest arbitrage, outright for- 
ward operations are apt to affect spot rates also because of the 
practice of the banks of covering their outright forward operations 
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ill the first instance by means of spot operations. When a banker 
buys forward francs, he usually covers himself in the market by 
means of selling spot francs. The immediate result is that the 
spot franc tends to depreciate. Admittedly the banker’s next move 
is to undo his commitment in the market by a swap transaction, 
buying spot francs against forward francs ; this second operation, 
while causing a depreciation of the forward franc, should go a long 
way towards reversing the effect of the first operation upon the 
spot franc. In this respect I am once more on highly controversial 
ground, however, for a very substantial section of expert opinion 
considers that swap transactions affect the forward rate exclusively 
and leave the spot rate unaffected. If this were true, it would 
mean that an outright forward transaction, having in the first 
place caused a depreciation of the spot rate, causes in the second 
instance a depreciation of the forward rate also, at the same time 
leaving the spot rate at its depreciated level. This would mean 
that, as a result of the current practice of covering outright forward 
operations in the first instance in the spot market, such operations 
must produce twice as pronounced an effect on exchange rates as 
they would if they were to be covered by outright forward opera- 
tions. First they produce their full effect on the spot rate and 
then they produce their full effect on the forward rate. Obviously 
this sounds too absurd to be right. There is no reason to suppose 
that on balance the net effect of the combination of the swap and 
spot operations differs fundamentally from the effect which would 
be prodixced by a simple outright operation. 

We mentioned above that outright operations could affect spot 
rates by giving rise to interest arbitrage operations. They can do 
so by bringing about either an overvaluation or an undervaluation 
of the forward rates compared with their Interest Parities. If these 
arbitrage operations assume the form of passive interest arbitrage, 
then their effect on the spot rates is evident. Let us take an 
example. Speculative forward selling of francs results in an under- 
valuation of the forward franc, and this means that it becomes 
profitable for French banks to keep balances in Ijondon. When 
selling forward sterling to their clients, the French banks cover 
themselves by buying spot sterling, and then, instead of undoing 
the commitment by selling spot sterling against forward, they 
simply keep the sterling until the forward contract matures. 
Evidently, by doing so they accentuate the buying pressure on 
spot sterling and the selling pressure on the spot franc. 


Q 
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(4) EFFECT OF SWAP OPERATIONS 

If, however, the arbitrage operations stimulated by the specu- 
lative depredation of the forward franc assume the form of active 
interest arbitrage through swap transactions — ^that is, the buying 
of spot sterling and the selling of forward sterling — then the fact 
that these operations affect spot rates is less obvious. Indeed, it is 
of first-rate theoretical as well as practical importance to ascertain 
how swap operations affect spot and forward rates. It is very 
commonly believed that they exert their whole effect on forward 
rates and leave spot rates entirely unaffected. This view is held 
on the ground that, since dealers engaged in swap operations are 
concerned only with the margin between the spot price and the 
forward price of the currency, any discrepancy between the supply 
and demand can be adjusted by a corresponding modification of that 
margin alone. 

It is also argued that, since a swap transaction does not alter 
the total combined supply of spot and Forward Exchange avail- 
able for sale, there is no reason why it should affect the basic ’’ 
spot. rate. 

x\.lthougti these arguments are put forward by some of the 
leading practical experts, they sound to me utterly unconvincing. 
They are based on an erroneous belief that the spot exchange is 
something fimdainentally different from the Forward Exchange. 
According to this theory, if tlie relation between the supply and 
demand requires an adjustment of the margin between the spot 
price and the forward price of an exchange, the spot price remains 
as rigid as a rock and the whole effect is produced on the elastic 
forv'ard xR'ice. In reality, the difference between the spot exchange 
and the Forward Exchange is merely one of degree. After ail, it 
ought to be rettalled that a spot transaction is in substance a two 
days’ Ibrward transaction. The difference between a spot sale and 
a forward sale for three months is that in the first instance the 
exchange has to he delivered in two days, while in the second 
instance it has to be delivered in, say, 92 days.^ Thus a swap 
transaction really amounts to the purchase or sale of short Forward 
Exchange against longer Forward Exchange. 

* This ccmception that spot transactions are in reality siiort forward transac- 
tions is gaining grotind m practical banking circles. Mr, H. C. F. Holgate, in the 
hitroduriory iu>te to his booic, Ftmipi Ejcchanye Accounts for Bankers (London, 
I mU), lays special nirom upon th© logic of the view that all market contracts (with 
tla) exception of value today ’’ transactions) should be treated as forward deals. 
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Nobody would think of arguing that a purchase or sale of For- 
ward Exchange for one month against three months affects ex- 
clusively the rate for three months and leaves the rate for one 
month unaffected. Nobody would claim that the effect of a purchase 
or sale of Forward Exchange for one week or three days against 
three months would be confined to the rate for three months. And 
3 -et quite a number of intelligent people most emphatically argue 
that when it comes to the purchase of exchange for two days 
against three months the circumstances become totally different, 
and that the rate for two days is sacrosanct and immune from the 
influence of the swap operation, which spends all its force upon 
the rate for three months. 

In reality , experience shows that the impact of swap operations 
works in both directions, and affects both forward and spot rates. 
For instance, at the end of 1936, the repatriation for window’^-dressing 
purposes of British bank balances from New York in the form of 
selling spot dollars and buying short forward dollars distinctly 
affected also the spot rate, even though dealers engaged in the 
operations were solely concerned with the margin representing the 
cost of the operation. The relative extent to which spot and 
forward rates are affected by swap transactions depends to a large 
degree upon the nature of the counterpart. I readily admit that, 
since the spot market is much wider than the forward market for 
any one date, a swap transaction tends to affect the forward rate 
to a larger degree than the spot rate. But I am satisfied, that 
active interest arbitrage through swap operations tends to shift 
funds from one centre to another, and it must, therefore, affect 
the spot rate. If done on a large scale under the gold standard, it 
may, lead to a corresponding temporary shifting of gold from the 
losing to the gaining centre. 



CHAPTER XXVI 


LONG SHORT FORWARD RATES 

(1) BISOREPANCIES BETWEEN LONa AND SHOET QUOTATIONS 

THEOuaHOUT the previous chapters we have been examining the 
factors affecting forward rates in general, without particular regard 
to the dijfference between various maturities. We must now ex- 
amine the relation between long and short forward rates. If the 
rates quoted were proportionate to the length of the forward con- 
tract- — Le. if the rates on a percentage per annum basis were ahvays 
the same for long as for short Forward Excliange — there would be 
no need for any special explanation. In reality, the forward rates 
quoted now^adays are very seldom exactly proportionate to the 
length of the contract, except for brief periods. It was only during 
the earlier stages of the development of tlie forward market, when 
the rates quoted were largely artificial, that sliort rates and long 
rates were proportionate. In exchanges which have a bad forward 
market the same situation still exists. The rates quoted, being 
largely arbitrary, are either exactly the same figure for one month, 
two months or three months, or they are exactly proportionate to 
the length of the contract. In a good, sensitive market, the ratio 
between long and short rates is subject to fluctuation. 

When forward rates expressed as a percentage per annum are the 
same for long and short maturities, then they are at equilibrium in 
relation to each other. When short forw^ard rates on a percentage per 
annum basis are higher or lower than long forward rates on a similar 
basis, then there is a discrepancy between them. If we say that 
the premium or discount on long Forw^ard Exchange is wider than 
on siiort Forward Exchange, this will mean not only that the actual 
figure is higher — which is natural — but that the equivalent of 
the rate in percentage per annum is higher. Again, if we say that 
the premium or discount on short Forw^ard Exchange is wider than 
on long Forward Exchange, we do not mean that the actual quota- 
tion is higher— which again is unlikely— font that, allowing for 
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tlie difference in their maturities, it represents a liiglier percentage 
per annum. 

( 2 ) OVER-SIMPLIFIED EXPLANATION 

The pop ular explanation of the discrepancies that arise from time 
to time between short and long forward rates is that they are due 
to disjiarities between supply and demand for particular maturities. 
This explanation does not, however, carry us much further. Nor is 
it even strictly correct in every instance. If the difference between 
interest rates in two centres is not the same for one month as for 
three months, then the Interest Parity theory itself justifies a 
discrepancy between long and short forward rates. Indeed, the 
equilibrium rate would be different for one month and for three 
months and a discrepancy could arise without there being any 
disparity between supply and demand for aiw particular maturity. 
In this instance, as in so many instances, it is evident that over- 
simplification of a highly involved subject cannot produce an 
adequate explanation. 

Another explanation, which also over-simplifies the position, 
is that the relation between long and short forward rates is deter- 
mined by the view" taken by the market about the imminence of 
movements in the spot rate. It is said that, if devaluation or 
depreciation of a currency is expected to take place within one 
month, then it stands to reason that the discount should be rela- 
tively wider for one month than for three months. If on the other 
hand devaluation or depreciation is not considered so imminent, 
then pressure will be stronger on longer maturities, and the dis- 
count wiill be wider for three months than for one month. This is 
undoubtedly true, but contains only part of the truth. The full 
explanation of the discrepancy between long and sliort forward 
rates is much more involved, and does not lend itself to reduction 
to a simple formula. 

( 3 ) DISOEEFANCIES BETWEEN INTEREST PARITIES FOB 
VARIOUS PERIODS 

Tiiere are a number of factors that influence the relations be- 
t\¥een long and short forward rates. We have already seen that 
the difference between interest rates for long and short loans pro- 
vides a justification for discrepancies. As a general rule, money 
is cheaper for one month than for three months, and the discrepancy 
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between rates for one month’s bills or deposits in two centres is 
likely to be narrower than the difference between rates for three 
months’ bills or deposits. It may therefore be said that in 
normal conditions there is a tendency towards slightly wider for- 
ward rates for long periods than for short periods. In the case of 
the forward dollar there is, at the time of writing, a specific reason 
why the premium for one month should be wide. American 
banks have adopted the practice of declining to allow interest on 
foreign banking deposits for the first month. Since this practice 
has not been adopted in most other centres, it vstands to reason that 
less funds will be transferred for interest arbitrage to New York 
for investment in one month’s deposits than for three months. 
This means that, during a period when most arbitrage funds are 
invested in time deposits, there is less selling of one month’s dollars 
than of three months’ dollars on account of interest arbitrage. As 
a result, the premium for one month is apt to widen to a larger degree 
before interest arbitrage checks its upward movement. On the 
other band, when most arbitrage funds that find their way to New 
York are invested in call money, the pressure caused tends to be 
stronger on forw^ard dollars for one month than for longer maturities, 
for the simple reason that the Forward Exchange on funds invested 
in call money is seldom covered for periods longer than one month. 

( 4 ) THE COMMEKCIAL FACTOR 

In abnormal conditions the discrepancy between long and short 
interest rates is of small importance compared with the other 
factors wlrieh operate. Even in normal conditions there are various 
factors at work which cause discrepancies betw^een long and short 
rates, apart altogether from those justified on a strictly interest 
basis. There is, among others, the relation between supply and 
demand for commercial purposes. Foreign trade is very largely 
based on three months’ credits, and merchants cover their exchange 
risk mostly for three months. This means that the commercial 
factor tends to influence long rates to a larger degree than short 
rates. This factor is often counteracted by conflicting influences, 
but its existence can nevertheless be ascertained. 

When there appears to be reason for anticipating a depreciation 
of th(^ curreru'y, and there are likely to be more commercial sellers 
than commercial buyers of the Forward Exchange, then selling 
pressure affects the three months’ rate to a higher degree than the 
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one montli^s rate. It is true that when the discoimt for three 
months is too wide it might appear more profitable for merchants 
to sell for a shorter period, especially if the depreciation is anticipated 
to take place within a short time. The majority of merchants 
cannot, however, be bothered with involved arrangements which 
necessitate the renewal of their forward commitments. They like 
to know where they stand, and like to cover their exchange risk to 
maturity, unless the cost of the cover becomes prohibitive. It is 
therefore safe to assume that while the interest factor generally 
tends to keep short forward rates narrower than long forward rates 
the commercial factor tends to produce the opposite effect. 

The commercial factor is to some extent responsible for sudden 
changes in the relation between short and long forward rates when 
an acute wave of distrust of the currency develops. An acute 
attack on the currency leads to the sudden widening of the discount, 
and this may tend to reduce the discrepancy between commercial 
buying and selling. Thus the British importer who owes francs, 
or the French exporter who expects sterling, both of whom have 
hitherto preferred to leave the exchange uncovered in anticipation 
of a devaluation of the franc, may be induced by the widening of 
the forward discount to take a profit by covering the exchange. 
Since these operations affect three months’ francs to a much larger 
degree than one month’s francs, they tend to moderate the discount 
on three months’ francs compared with the discount on one month’s 
francs, 

(5) EFFECT OF TIME AEBITR AGE 

Let US now examine how the relation between short and long 
forward rates is affected by time arbitrage. It is the function of 
arbitrage to smooth out glaring discrepancies between short and 
long Foinvard Exchanges. Thus it may ivell be asked how it was 
that such very wide discrepancies persisted during the years 1935 
and 1936. While it is understandable that during the excitement 
of an acute crisis very pronounced discrepancies should develop, 
how was it that time arbitrage failed to smooth out the discrepancy 
between short and long rates during the relatively calm months 
between two acute attacks on the franc ? The truth of the matter 
is that when margins are wide, as they generally were during 
1935-36, time arbitrage involves a fairly considerable speculative 
risk. Not every arbitrageur is prepared to take that risk, and 
none will take it to an unlimited extent. 
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There are two ways to which time arbitrage can operate. Those 
who expect that forward rates will widen within the next three 
months sell three months forward and cover themselves by buying 
forward for one month or possibly for even shorter periods. Those, 
on the other hand, who expect that forward rates will become 
narrower within the next three months buy three months forward 
and cover themselves by selling forward for one month or for 
shorter periods. The changes in the spot rate during the periods 
concerned do not affect either type of arbitrageur, but both can 
make substantial profits or suffer substantial losses according 
to whether changes in forward fates are in the direction antici- 
pated..;' ■ 

' , : When the discount on, forward francs was relatively narrow, 
most arbitrageurs too.k the view that it was likely to widen. For 
this reason, they were sellers of three months francs and buyers 
of one month fran.cs. This was pa.rtiy responsible for the relative 
narrowness of the discount on -one month, forward francs in the 
period before the crisis. On the other hand, the moment the specu- 
lative attaclc on the franc resulted in a wicleiiiiig of the forward 
rates, many . arbitrageurs changed their views and anticipated, a 
narrowing of forward rates, wdiether in consequence of the passing 
of the crisis or through a devaluation. of the franc. This assumption 
was reasonable, since no acute crisis can, last longer than a few 
days, or a few weeks at the utmost. , Thus arbitrageurs became 
sellers of short forward and buyers of long forward. .Consequentty, 
their o[>eration.s offset the widening tendency of three months francs, 
while at the same time they accentuated the, depreciation of one 
month forward francs. 

(6) '^rOKWARI) QUOTATION OF FO.EW ABB ' BATES ” 

It may be said that the discrepancy betw^een short and long 
forw’^ard rates is to a large extent a forward quotation of forward 
rates. The discrepancy is influenced not only by the views taken 
by speculators and c<nnmercial operators about the prospects for 
spot rates, but also by the views taken by arbitrageurs about the 
prospects of forward rates themselves. To add another element 
of complication, it is also influenced by the views taken by the 
arbitrageurs about the prospects of changes in the relation between 
long and short forward rates. When, in consequence of speculative 
and arbitrage operations, the discount for one month becomes dis- 
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proportionately wider than for three months, this may not neces- 
sarily discourage speculators from selling for one month in pre- 
ference to three months, hut it may discourage arbitrageurs from 
selling for one month against three months. 

Time arbitrage does not necessarily operate so as to cause a 
smoothing out of discrepancies between long and short rates. On 
the contrary, very often it tends to accentuate these discrepancies. 
This is because a speculative element is introduced into arbitrage 
and interferes with the traditional smoothing role of arbitrage. In 
any case, as we have pointed out, the resources at the disposal of 
arbitrageurs are by no means unlimited, so that their influence for 
better or for worse is often not the predominant factor in the 
market. 

(7) THE SrECXJLATIVE EAOTOR 

During abnormal conditions the main influence is of course 
the speculative factor. It stands to reason that speculators do 
not want to pay more for their speculation than they can help, 
so that if they thinli there is a chance that the expected event 
will materialise within a month they will not operate for longer 
periods. The other side of the picture is that they might have to 
renew their positions at the wrong time at considerable expense. 
For this reason, if they think that immediate depreciation is im- 
probable, speculators are likely to think it worth while to stand 
the cost of selling forward for long periods. During periods of 
acute crisis it is the custom of speculators to sell for very short 
periods, for even though the percentage per annum equivalent of 
the discount for a few days may be exorbitant, the actual cost is 
usually negligible. 

Window-dressing or end-of-year pressure may be responsible 
for abnormally wide forward rates for very short periods at certain 
dates. >Since the temporary nature of these abnormal rates is 
evident, it provides excellent opportunities for time arbitrage 
to step in. 

Detailed examination of all factors that influence the discre- 
pancy between short and long forward rates would occupy a whole 
volume. The technical details must be fascinating to those inter- 
ested in the subject, but they would be practically unintelligible 
to the uninitiated. It is useful and necessary to bea.r in mind the 
following rules : 

L In normal conditions, when neither of the two currencies 
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involved is under suspicion, short forward rates are inclined 
to he, if anything, narrower than long forward rates. 

2. Buring periods of vague uneasiness about the fate of a 
currency but in the absence of an acute attack, speculative, 
commercial, and time arbitrage operations tend to keep long 
forward rates materially wider than short forward rates. 

3. Buring periods of acute distrust, commercial, speculative, 
and arbitrage operations tend to lead to wider short forward 
rates. 

4. Short forward rates are usually more sensitive towards dis- 
turbing influences than long forward rates. Their range of 
fluctuations, expressed in percentage per annum, is wider 
than that of long forward rates. 



CHAPTER XXVII 


FORWARD EXCHANGE UNDER THE GOLD STANDARD 
AND UNDER PAPER CURRENCY 

(1) DIFFEEENCE EXAGGERATED 

Hitherto we have been dealing with the Forward Exchange; 
system in general, without special regard to the dif erence between 
its operation under stable monetary conditions and under condi- 
tions of fluctuating currencies. It is true that occasionally we have 
pointed out the difference between the working of the various 
theories according to whether the currencies concerned are on an 
actual gold basis or whether they are inconvertible. But this 
diflerence is sufficiently important to justify a closer and more 
systematic examination. 

Several prominent experts — among them Mr. Kejmes and 
Professor T. E. Gregory—have been inclined to over-simplify the 
difference between the role played by Forward Exchange under 
the gold standard and under a paper standard. Mr. Keynes wrote 
in 1922 ^ that while under the gold standard the effect of dear money 
used to be to draw gold from the cheaper centre for temporary 
employment in the dearer centre, nowadays the only immediate 
effect is to cause a new adjustment of the diffei’ence between the 
spot and forward rates of exchange between the two centres 
This idea is endorsed by Professor Gregory,'^ according to whom 
'' under paper currency standards a rise in the bank rate pi’oduces 
a shift between spot and forward rates of exchange. Under the 
gold standard it causes a reversal of the flow^ of gold.’’ 

Admittedly, under an inconvertible paper currency, adverse 
pressure on an exchange caused by the interest fixctor, or by any 
other factor, cannot lead to an outflow^ of gold, unless, of course, 
the monetary authorities are prepared voluntarily to support the 
exchange by exporting gold. ■ 'Bearing this in mind, wliat actually 

1 A Tract on Momtary Eeform^ p. 1S7. 

* T, E. Gregory, The Eetum to QoU (London, 1925), p. 18. 
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matters is not whether a country is technically on the gold standard 
but whether its authorities are prepared to part with gold whenever 
there is an adverse pressure on the exchange, and whether they are 
prepared to absorb gold whenever there is a buying pressure on the 
exchange. From this particular point of view, the regular working 
of an Exchange Equalisation Account almost amounts to the exist- 
ence of a gold standard with wider and rather elastic gold points. 

(2) FRESSURE ox SPOT RATE HOT RELIEVED UNDER 
PAPER CURRENCY 

Both Mr. Keynes and Professor Gregory seem to suggest by 
implication that under the gold standard a difference between 
interest rates in two centres causes an adverse pressure on the spot 
exchange leading to an outflow of gold, while under an inconvertible 
paper currency the spot exchange is saved from such pressure by 
a corresponding depreciation of the Forward Exchange. There 
are several reasons why this assumption cannot be accepted. 

Under the gold standard buying or selling pressure on the 
exchange may produce its effect within the gold points, in 
wliich case the position is exactly the same as under inconvertible 
paper currency. Ho long as rates are witliin tlie range of gold 
points, there is no reason whatsoever to suppose that the role 
played by Forward Exchange is in any way different from what 
it is under inconvertible paper currency. 

Moreover, the fact that under inconvertible currency gold is 
not allowed to leave the country does not in the least modify the 
initial effect of the Bank rate factor upon the spot exchange. In 
both leases the increase of the Bank rate tends to depreciate the 
Forward Exchange, but the margin between the spot and forward 
price of the currency tends to widen also through the appreciation 
of the spot rate. Under the gold standard, gold leaves the country 
simply l)et»ause an increase of the Bank rate in a foreign centre 
causes a selling pressure on the spot exchange. Under a paper 
standard the selling pressure exists Just the same as under the gold 
standard, only it is not allowed to lead automatically to an outflow 
of gold. It simply produces its full effect on the spot exchange. 

(3) ROLE OF -UKCOVEEID BALAXCBS 

Tl'iere is yet another reason for' questioning tlie assumption that 
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under an inconvertible currency . every pressure caused by the 
difference in interest rates affects the forward rate only. IJiider 
the gold standard as well as under an inconvertible paper currency 
it is only the transfer of covered balances that is affected by forward 
rates. Even if forward rates were to adjust themselves automatic^ 
ally and instantaneously to a change in their Interest Parities— 
which, as we have shown in, earlier chapters, is not the case — ^this 
would not prevent the transfer of uncovered funds from the cheaper 
to the dearer centre. While under a paper currency uncovered 
interest arbitrage does not exist, uncovered refugee funds may be 
shifted for the sake of the higher yield. As we shall see later in 
this chapter, under the gold standard high interest rates virtually 
cease to attract uncovered funds when the .spot rate has appreciated 
to . gold import point. Under paper currency there are no gold 
import points, and. the appreciation of the spot rate may go much 
further,, before it .discourages uncovered investment. '. The. pressure 
on the spot rate due to covered interest arbitragers also apt to be 
stronger under an inconvertible paper currency than under a gold 
standard, because discrepancies between forw’'ard. . rates and their 
Interest Parities are, apt to be wider and more persistent. ' 

Under an inconvertible paper -currency Ce.ntral Banks are less 
incli.ned to use .the Bank rate for defending their exchanges against 
pressure due, to' higher interest, rates abroad, but this, is not becaiise 
the „Porward Exchange system assumes the role of shock-absorber. 
The real reason is that under 'a paper, currency there is no need 
for them to defend the gold stock from depletion or the exchange 
from depreciation. It is because the volume of credit is independent 
of the volume of gold, and because the authorities are in consequence 
comparatively indifferent to a depreciation of the exchange, that 
under paper currency there is a high degree of isolation of money 
markets from one another. The result is not achieved by any 
role played automatically by Forward Exchange in isolating 
money rates. 

(4) IXTURNATIOKALISM V, ISOLATIONISM 

Here again, the over-estimation of the extent to winch forward 
rates adjust themselves to Interest Parities, and the under-estima- 
tion of the extent to which discrepancies can persist, and to w’-hich 
they can affect internal interest rates, have led to a misconception. 
It is curious that the conception of perfect adjustment of forward 
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rates to their Interest Parities should mislead both the inter- 
nationalists and their opponents, the isolationists. Thus it is that 
the internationalists contend that forward rates constitute the 
means, by which a solidarity can be established between money 
markets in spite of the difference in their local conditions, while 
the isolationists argue that, under inconvertible paper currency, 
monetary conditions in various markets can become effectively 
isolated because of the perfect adjustment of forward rates. The 
reply to both arguments is the same : the adjustment of forward 
rates to Interest Parities is very far from being perfect, and for- 
ward rates, if allowed by the authorities to take care of themselves, 
are therefore incapable either of equilibriating individual interest 
levels to one international level, or of effectively isolating tlieiii 
from one another. Indeed, it is safe to assume that under a paper 
currency Forward Exchange does not isolate money markets and 
monetary policies from one another even to the extent to which it 
does in given circumstances under the gold standard, since under 
the gold standard forward rates can adjust themselves to their 
Interest Parities to a high degree, at least while spot rates are at 
a reasonable distance from gold points. 

We have seen in an earlier chapter that under an inconvertible 
l^aper currency the forces working to cause divergences of forward 
rates from their interest Parities can be so strong and persistent 
that funds available for interest arbitrage may become exhausted 
before they have succeeded in entirely counteracting the effect of 
those forces. For this reason there is less chance of perfect adjust- 
ment under a paper currency than under the gold standard, not- 
withstanding tlie fact that under the gold standard the working 
of the gold points often interferes with the adjustment of forward 
rates to Interest Parities. 

( 5 ) THE REOITEOCTTY THEORY 

We have already seen above that the discrepancies betw-een 
forward rates and their Interest Parities are apt to be wider under 
inconvertible paper currency than under the gold standard. A 
change in the Bank rate is apt to provoke a marked reaction 
on tlie foiward rate also under inconvertible paper currency, 
although in such eireumstances the influence of the interest factor 
is relatwely smaller, because of- the increase of the importance of 
other factors. Even though the forward rate may he out of touch 
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with its Interest Parities, from a distance it is none the less affected 
by changes in them. 

Forward rates are apt to affect internal interest rates to a 
higher degree under the gold standard, during periods of distrust 
in the stability of the currency, than under inconvertible paper 
currency. We shall see later in this chapter the extent to which 
under the gold standard the behaviour of forward rates is apt 
to influence mternational gold movements. And since under 
the gold standard gold movements constitute a very important 
flictor affecting internal interest rates, the effect of forward 
rates upon the latter is at times considerable. When a gold parity 
is defended against abnormal pressure, then the undervaluation 
of the Forward Exchange usually plays a very important part 
in affecting internal interest rates. When, however, the gold 
standard is suspended, the influence of forward rates on interest 
rates declines, unless the monetary authorities seek to defend the 
inconvertible paper currency at a certain level in face of strong 
adverse pressure. In that case they might raise their Bank rate 
and restrict credit owing to the pressure on the spot rate caused 
by swap transactions, just as under the gold standard. Apart from 
such instances, the credit apparatus becomes less sensitive to inter- 
national influences and money conditions in general become easy 
under paper currency. For this reason the effect of forward rates 
upon interest rates tends to diminish. It exists nevertheless as a 
potential factor which may come to the fore during periods of 
strong adverse pressure on the inconvertible currency. 

(6) THE PXJECHASING POWER PARITY THEORY 

Let us now examine the differences between Forward Exchange 
under the gold standard and under an inconvertible paper ciuTency 
from tlie point of view of the Purchasing Power Parity theory of 
Forward Exchange. If the spot exchange is overvalued compared 
with its Purchasing Power Parities, the forward rate tends to be 
at a discount whether under the gold standard or under an incon- 
vertible paper currency. If the spot exchange is undervalued com- 
pared with its Purchasing Power Parities, the forward rate tends 
to be at a premium under the gold standard as well as under an 
inconvertible paper currency. 

Under both systems Interest Parities 'will, tend to move towards 
the Purchasing Power Parities. The difference is that under the 
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gold standard Interest Parities frequently lie between forward rates 
and PurGhasing Power Parities, while under inconvertible paper 
currency forward rates usually lie between their Interest Parities 
and their Purchasing Power Parities. Under the gold standard, 
Interest Parities tend to adjust themselves to some extent to 
Purchasing Power Parities, through the effect of the undervaluation 
or overvaluation of the currency upon gold movements, interest 
rates and the volume of credit. Under inconvertible paper currency 
these factors operate to a relatively less degree, even if gold move- 
ments are brought about by Exchange Equalisation Account opera- 
tions. On the other hand, Interest Parities are affected to a large 
degree by much wider discrepancies between them and forward 
rates than can exist under the gold standard — at any rate so long 
as there is confidence in its maintenance. When there is no such 
confidence, then Interest Parities tend to adjust themselves to 
Purchasing Power Parities to a much higher degree under the gold 
standard than under an inconvertible paper currency, since they 
are affected both by the factors that are normally at work under the 
gold standard and those that are at work under inconvertible paper 
currencies. This was the case of the French franc during 1935 and 
1936. The fact that the spot dollar rate in Paris was at gold export 
point did not prevent forward dollars from being quoted at a huge 
premium. The defensive measures taken by the Bank of France 
at times of acute panic, and the contraction of currency and credit 
brought about by the outflow of gold, affected Interest Parities to 
a considerable degree. At the same time the gross undervaluation 
of forward francs compared with their Interest Parities affected 
the latter also. 

Under the gold standard, so long as there is confidence in the 
stability of the currency, forward rates can affect the internal price 
level to a negligible degree only. After all, so long as forward rates 
remain between gold points the maximum premium or discount 
is usually under 1 per cent.^ Under a paper currency, or when con- 
fidence in the stability of a gold currency is undermined, the 
premium or discount on Forward Exchanges can at times attain 
very Iiigh percentages, and consequently the effect on internal 
prices is apt to be many times larger than under the gold standard. 

1 Tliis may of course rc^present a very high percentage per annum, especially in 
tlie case of siiort forward rate. But from the viewpoint of the relations between 
prices and forwarcl rates, it m the' absolute figure of the forward rate and not its 
equivalent percentage |>er annum that mattons. 
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For tlie same reasons, Forward Exchanges are apt , to affect the 
balance of trade to a much larger extent under a paper currency 
or a gold currency whose stability is not trusted than under a gold 
currency whose stability is trusted. 

(7) FORWARD EXCHANGE AND GOLD MOVEMENTS 

Before concluding the theoretical section of this book, it is 
necessary to examine closely the relations between forward rates 
and international gold movements. I have already paid some 
attention to this subject in Chapter XXI, where I pointed out that 
the reason why interest arbitrage, brought about by a rise in the 
Bank rate abroad, leads to pressure on the spot exchange and an 
outflow of gold is that the forw^ard rate does not adjust itself 
immediately and completely to a change in its Interest Parities. 
I discussed this point in order to prove that through their effect on 
gold movements forward rates are capable of affecting interest rates 
in both the losing centre and the gaining centre. My conclusions 
in this respect, however, need closer examination, since they call 
for a revision of the existing theory of international transfers and 
international gold movements. 

According to the classical theory adopted by most text-books, 
an increase in the Bank rate in a foreign centre tends to lead to 
immediate pressure on the national currency through the transfer 
of short-term funds to take advantage of the higher interest rates 
abroad and through the repayment of foreign credits to that centre. 
It also leads, in the long run, to a prolonged pressure through the fall 
in the price level in the country with the higher Bank rate, and the 
changes in the trade balance caused by the change in the Purchasing 
Power Parities. We are not concerned with the long-range effect of 
the increase of the Bank rate, as it has no direct bearing on For- 
ward Exchange. On the other hand, it is necessary to examine 
closely the role played by Forward Exchange in the immediate 
effect of Bank rate changes. 

Beyond doubt an increase in the Bank rate in a centre, accom- 
panied by an increase of its interest rates, tends to cause immediate 
transfers of funds from centres with lower interest rates. If these 
transfers assume suflSciently large dimensions they lead to gold 
movements. This rule is regarded as being of fundamental import- 
ance in the normal working of the gold standard. Nevertheless, 
nobody has so far examined the- exact way in which transfers and 
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gold movements take place Tinder the gold standard in consequence 
of differences in interest rates between various centres. Economists 
have vaguely assumed that high interest rates attract funds and 
gold, and leave it at that. They do not realise that the behaviour of 
forward rates plays a vital part in bringing about these international 
transfers and international gold movements. 


(8) TRANSFERS THROUGH COVERED AND XJNCOVERED INTEREST 

ARBITRAGE 

Transfers of funds to a foreign centre to take advantage of higher 
interest rates may take place either through covered interest 
arbitrage or through uncovered interest arbitrage. It is sometimes 
argued that unless the exchange risk is covered the transac- 
tion should be regarded as speculation rather than arbitrage. In 
normal conditions, however, the risk attached to holding balances 
abroad without covering the exchange risk is limited by the gold 
points and arbitrageurs are in a position to calculate on the basis 
of the difference between the spot rate and gold point the exact 
extent of that risk. If the surplus interest obtained during the 
period is larger than the maximum of possible capital deprecia- 
tion througli an adverse movement of the spot exchange, then the 
operation can hardly be called speculative, since arbitrageurs 
risk only part or the whole of their profit. Before the war, arbi- 
trageurs were inclined to go further and take theoretical risks for 
the sake of earning higher interest rates abroad simply because the 
fluctuations of the spot rate were narrow and very regular. The 
monthly average change in the sterling-dollar rate varied remark- 
ably little from, year to year during the last few pre-war years, and 
arbitiiigeurs were therefore reasonably safe in assuming that 
variations during the year in question would not differ materially 
from those experienced in the past. Thus even though theoretically 
there was a risk of losing about 1 per cent through a depreciation 
of the dollar from gold export point to gold import point, in practice 
the seasonal movements were much narrower. The risk in assum- 
ing that the depreciation would not be during the ensuing months 
more than, say, | per cent was not unreasonable, so that when the 
dollar rate was at gold import point arbitrageurs considered it 
expedient to transler funds to New York for the sake of a difference 
in the interest rate amounting to, say, | per cent for three months, 
or 2 per cent per annum. 
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This state of affairs underwent a thorough change after the war. 
During the period of stability between 1925 and 1931, seasonal 
movements were much less regular than before the war and fluctua- 
tions within the gold points were apt to be much wider. Many 
disturbing factors which did not exist before the war assumed 
considerable importance from time to time. It was therefore no 
longer safe for arbitrageurs to take it for granted that the exchange 
would not depreciate to gold point. All but the most speculative 
amongst them allowed for the possibility of maximum depreciation, 
and did not undertake uncovered interest arbitrage unless the 
difference between interest rates was in excess of the possible extent 
of depreciation to gold point. Admittedly some operators were 
inclined to '' take a view but this was the exception and not the 
rule. The majority of arbitrageurs during 1925 to 1931 either 
altogether avoided carrying open positions, or, at any rate, followed 
the rule not to leave the exchange risk on foreign short-term invest- 
ments uncovered unless their possible profit was at least equal to 
their possible loss. 

(9) IMPORTANCE OF FORWARD RATES 

This meant that whenever the spot exchange of the centre with 
higher money rates appreciated to the vicinity of gold import 
point, practically all Foreign Exchange dealers covered the ex- 
change risk on the funds invested for the sake of high interest rates^ 
This again meant that they could undertake interest arbitrage 
operations only if the cost of covering the exchange risk was less 
than the profit on the higher interest rate. In other words, funds 
were transferred to the centre with higher interest rates only if 
the latter’s Forward Exchange was overvalued compared with its 
Interest Parities. 

Thus as a general rule uncovered interest arbitrage ceased before 
the spot exchange of the centre with higher interest rates appreci- 
ated to gold import point and covered interest arbitrage continued 
so long as the forward rate of that centre had not depreciated to its 
Interest Parities in consequence of the covering operations con- 
nected with interest arbitrage. It is essential to grasx^ the fact 
that in itself the higlier Bank rate would not have led to a flow 
of gold but for the fact that the forward rate did not immediately 
and completely adjust itself to its changed Interest Parities. This 
was the rule between 1925 and 1931j and there is no reason to sup- 
pose that it would be otherwise after the return to the gold standard. 
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To illnstmte the important part played by forward rates in 
influenciiig interest rates through their effect on gold movements, 
let us assume that at a given moment the Bank rate is, say, 3 per 
cent in both London and New York, and that the forward sterling- 
dollar rate is at par with the spot rate. For internal considerations 
New York raises its Bank rate to 4 per cent, and there is a corre- 
sponding all-round rise in American interest rates. Thereupon the 
forward dollar goes to a discount, but its discount will not be quite 
1 per cent per annum to begin with. Even so, a certain amount 
of funds will be transferred to New York without covering the 
exchange. This will tend to depreciate spot sterling to gold export 
point. Once the spot rate has approached gold export point it 
becomes risky to transfer funds from London to New York without 
covering the exchange risk. 

It is well to bear in mind that for a three months’ investment a 
capital depreciation of J per cent through the depreciation of the 
dollar would wipe out the whole difference of 1 per cent between 
interest rates in London and New York. For investments for 
shorter periods even smaller capital depreciations would produce 
the same effect. London banks would continue to transfer funds 
to New York only if they could do so profitably without running 
any exchange risk disproportionate to the profit. The same would 
be true of foreign short-term funds invested in London, with the 
exception of American funds. The latter might be repatriated fol- 
lowing upon the rise in the New York Bank rate and more stringent 
monetary conditions in the United States, irrespective of considera- 
tions of exchange and interest rates, for the simple reason that the 
banks wanted their money at home. Thus it is conceivable that 
the repatriation of funds would continue even after the spot dollar 
had appreciated to gold import point and evei^L after the forward 
dollar had depreciated to the vicinity of its new Interest Parity. 

(11) OVERVALUATION OR EOBWARB RATE THE CAUSE OF 
COLD INFLUX 

With these qualifications, and allowing for a moderate amount 
of uncovered speculative interest arbitrage, it can be stated that 
the transfer of funds from London to New York practically 
ceases the moment the spot dollar is at gold import point and 
tlie moment the discount on the forward dollar is equal to the dis- 
crepancy between interest rates- in 'London and New York. Broadly 
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speaking, therefore, the gold movement will continue only while 
the forward dollar remains overvalued compared with its Interest 
Parities. Therefore, we may conclude, the main reason why London 
loses gold wLen New York raises its Bank rate is not the resultant 
disparity between interest rates in the two centres but the under- 
valuation of forward sterling compared with its Interest Parities. 
But for this undervaluation, London’s losses of gold in this hypo- 
thetical instance would be much more moderate. 

This conclusion applies also to the effect of the higher Bank rate 
in causing gold movements through the repayment of foreign credits. 
According to the classical theory, an acceptance centre can always 
attract gold by raising its rediscount rate, thereby compelling foreign 
debtors to refrain from replacing maturing drafts under acceptance 
credits, and forcing them to drawupon some other acceptance centre. 
It was partly on this assumption that the Bank of England raised 
its rediscount rate to a fantastic level in 1914. In reality, debtors 
will tend to allow their sterling acceptances to run off only so long 
as the forward sterling rate has not adjusted itself to its new Interest 
Parities. As soon as the adjustment is complete, the disadvantage 
of the high London discount rate from the debtors’ point of view is 
offset by the benefit of the discount on forward sterling, which 
reduces the cost of covering. If forward sterling goes to a discount 
in relation to the debtors’ currency, this makes the covering opera- 
tion actually profitable. Had there existed an efficient forward 
market in sterling after the outbreak of the war, and had the 
increase of the Bank rate to 10 per cent in August 1914 been 
accompanied by a correspondingly wide discount on forward ster- 
ling, the high Bank rate would not have provided any inducement for 
foreign debtors to reduce their acceptance availments. 

It may be argued that the above theory applies only in so far 
as the foreign borrowers are in the habit of covering the credits 
against exchange risk. But when forward sterling is at a discount 
it is actually profitable to buy for forward delivery the sterling 
needed to meet the bills. When it is at a premium, acceptance 
credits may or may not be covered ; in this respect foreign debtors 
are guided by the same considerations as in the covering of balances. 

Another way in which a high Bank rate is supposed to attract 
gold is by inducing foreign holders of sterling bills to “ give them in 
pension ” in a foreign centre whare'money rates are lower, in prefer- 
ence to selling the bilk in London. In this instance, too, there is 
no inducement for them to do so once forward sterling has adjusted 
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itself to its new Interest Parities. Thus, the classical theory that a 
high Bank rate attracts gold by attracting arbitrage balances, by 
causing the repayment of credits and by diverting the supply of 
sterling bills from London to foreign centres, holds good only so 
long as the forward sterling rate has failed to adjust itself to its 
new Interest Parities. The effect of the Bank rate upon gold 
movements largely depends, therefore, upon the extent to which 
forward rates respond to it. * 

Thus, if the sterling-franc forward rate responds immediately 
and completely to a rise in the London Bank rate, there is no advan- 
tage whatever for arbitrageurs to transfer funds from Paris to 
London ; nor for borrowers to switch over their acceptance avail- 
ments from London to Paris ; nor for holders of steiiing bills to 
give these bills in pension ’’ in Paris instead of selling them in 
London-— unless, of course, they are prepared to run a risk by leaving 
the exchange uncovered. 

In consequence, the time lag between changes in Interest Parities 
and the adjustment of forward rates to their new level is to be 
regarded a major factor in normal conditions. In most instances it 
would be possible to prevent gold movements from taking place at 
all, or at any rate on a large scale, by accelerating the adjustment 
through official intervention ; on the other hand, it would be 
possible to increase the volume of gold movements by deliberately 
preventing or delaying the adjustment. This subject will be dealt 
with in detail in Part VI of this book. 
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CHAPTER XXVIII 


FORWARD STERLING 

(1) PRELIMINARY REMARKS 

In Part IV of this book the causes and effects of the movements of 
forward rates have been examined. The next task is to give a 
historical account of the movements of the principal Forward 
Exchanges since the war, and to examine them in the light of the 
theoretical rules arrived at in Part IV. Considerations of space 
have compelled me to confine myself to the most important ex- 
changes and to discussion of movements which were either of 
practical importance or were interesting from a theoretical point of 
view. Appendix I gives weekly rates for these exchanges for one 
month and three months from the beginning of 1921 to the end 
of 1936. The present chapter is devoted to the examination of the 
movement of forward sterling ; separate chapters are devoted to the 
forward dollar, franc, mark and lira, while the remaining important 
Forward Exchanges are dealt with in an additional chapter. 

There are also three charts, indicating the curve of the three 
most important forward rates— the sterling-dollar rate, the sterling- 
franc rate and the sterling-reichsmark rate~together with the curve 
of their Bank rate parities, discount rate parities and call money 
rate parities. The sterling-dollar chart indicates also the parity 
between the London discount rate and the New York time 
money rate. The sterling-dollar chart and the sterling-franc chart 
cover the period between 1920 and 1936, wdiile the sterling-reichB- 
mark chart covers the period from the resumption of forward 
dealings in Germany in 1924 up to their suspension in 1931.^ 

^ In the case of the steriing^doilar and sterling -franc charts I liave adopted the 
monthly average forward rate compiled by Mr. L. C. Duncan in Ins chart ciontainod 
in his Thesis “ A Study of the Course of Forward Exeiiange Bates during tiie Last 
Few Years ” (London School of Economics, 1934), and have brougld his curves up to 
date from 1 933 onwards. The reichsmark curve is based on the average of the for- 
ward rates published in Appendix I, Both forward rates and their iritereat parities 
are represented in the charts from the point of view of sterling ; that is, if sterling is 
at a premium, or if interest parities indicate-a premium for sterling, the lines are above 
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From the standpoint of the London observer the difficulty is to 
distinguish tendencies of forward sterling from those of the forward 
rates quoted in London. If forward sterling goes to a premium, it 
means of course that the forward dollar or some other Forward 
Exchange goes to a discount. Should this movement be discussed 
in the present chapter, or in the chapter dealing with that particular 
Forward Exchange ? In many instances the decision is easy, for 
it can be seen that the movement is the result either of causes 
inherent in sterling or of those inherent in some other currency. In 
other instances, however, the movements in exchanges, whether 
spot or forward, may equally well be regarded as the result of 
inherent strength in sterling or as the result of inherent weakness 
in the dollar, and vice versa. In such instance references will be 
made to the movement in both chapters, though its interpretation 
will be confined to one. 

(2) London’s intermediary role 

In dealing with forward sterling, it is necessaiy to bear in mind 
London’s special position as an intermediary market between the 
continental centres and overseas centres, especially New York. As 
a result of this intermediary role of London, both spot and forward 
sterling are often largely influenced by buying and selling orders 
carried out here on account of foreign centres. This, of course, is 
true of every centre of importance, but usually not nearly to the 
same extent as for London. If there is French buying of dollars, 
for instance, many of the buying orders find their way to London, 
which is as a rule a better market in dollars than Paris. The result 
iwS a depreciation of the franc in relation to sterling and an apprecia- 
tion of the dollar in relation to sterling. It was because of this 
sensitiveness of sterling to influences arising from London’s inter- 
mediary role that the late Mr. F. C. Goodenough once remarked 
that the sterling-dollar exchange was not a London-New York ex- 
change but a Europe-New York exchange. 

While the effect on the spot exchange of such foreign operations 

the parity whieli is the spot rate, and if sterling is at a discount or if its interest 
parities iridieate a discount, the lines are below parity. The Bank rate parities in 
all throe charts are basted on the figures in Appendix II. The discount rate parities 
are based on tbo figures in Appendix III, and the call money rate parities, in so far 
as tiioy two available, are based on the figures in Appendix IV. The figures of the 
parity between the London discount rate and the New York time money rate, as 
indicated in the sterling-dollar chart, are published in Appendix V. My method 
of calculation of Interest Parities is indicated in the preamble to Appendix II. 
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is generally known, little attention has so far been paid to their 
effect upon forward sterling. Yet that effect is more pronounced 
than is the effect -of foreign operations in London upon spot sterling. 
What is more, these operations largely affect spot sterling simply 
through their effect upon forward sterling. If a Frenchman buys 
spot dollars in London, in order to do so he has simultaneously to 
buy spot sterling, thereby mitigating the adverse effects of his 
operations upon spot sterling. When, however, he buys forward 
dollars in London there is no need for him to buy sterling until 
the forward contract matures. He may, of course, cover his sterling- 
franc risk simultaneously, in which case the effect of his operation 
on forward sterling is the same as that of French purchases of spot 
doUars in London upon spot sterling. In many instances, however, 
he will not cover at once, and therefore forward sterling bears the 
full burden of the selling pressure caused by foreign operations 
in London. Consequently, whenever the Continent buys forward 
dollars in London, forward sterling tends to become undervalued 
in relation to dollars compared with its Interest Parities, and this 
will tend to provoke arbitrage transfers calculated to increase 
selling pressure on spot sterling. This means that, whenever there 
is a major international movement in Forward Exchanges afoot, 
forward sterling is apt to be affected as a result of London'^s inter- 
mediary role. When the Continent buys forward dollars, or New 
York sells forward continental currencies, forward sterling is apt to 
be weak in relation to the dollar and firm in relation to the conti- 
nental currencies. When the Continent is a seller of forward 
dollars, or New York is a buyer of forward continental currencies, 
then forward sterling is apt to be firm in relation to the dollar and 
weak in relation to the continental currencies. 

(3) THREE PERIODS 

The history of the movements of forward sterling since the war 
may be divided into three main periods. From the time when 
active forward dealing wms resumed after the unpegging of the 
Allied exchanges until March 1925 sterling was nearly always at a 
premium compared with the dollar, even though it was for prolonged 
periods at a discount compared with the continental currencies. 
It may be said that during the whole period forward sterling w^as 
characterised by a firm tendency ; it was at a discount for a 
wdiile against various continental currencies simply because those 
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Forward Exchanges were even firmer than sterling. In the second 
period, from March 1925 until the end of 1931, forward sterling was 
almost incessantly at a discount. It is true that it was for some 
time at a premium against the forward franc and other continental 
currencies, but this was due to the inherent weakness of the latter 
and not to any inherent strength of sterling. It is also true that 
during the greater part of the Wall Street boom in 1928 and 1929, 
forward sterling was at a premium in relation to the dollar, but this 
again was due to the special position of the dollar, to be dealt with 
in the next chapter, and not to any inherent strength in sterling, 
which was in fact at a discount in relation to the franc during all 
that period. The third period begins with the recovery of sterling 
after its slump at the end of 1931. Ever since the beginning of 
1932, forward sterling has been distinctly strong. It is true that, 
since the beginning of 1935, forward sterling has been at a discount 
in relation to dollars, but this only shows that forward dollars were 
even firmer than forward sterling, which has been very firm all the 
time in relation to continental currencies. 

(4) FIRMNESS OF FOEWARI) STERLING DURING 1919-20 

It would be idle to try to explain the exceptional firmness of 
forward sterling during 1919-20 on the basis of either the Interest 
Parity theory or the Purchasing Power Parity theory. Even though 
call money rates and time money rates in New York rose during 
part of that period to abnormal levels, this in itself would not have 
justified such a degree of firmness of forward sterling. As for the 
sterling-dollar Purchasing Power Parity, it would have justified a 
discount and not a premium on forward sterling, since spot sterling 
was overvalued most of the time. The commercial factor also 
tended to produce a discount on forward sterling, owing to the huge 
trade deficit of Great Britain in relation to the United States. In 
1919, for instance, British exports to the United States amomited 
to $309 millions, while American exports to Great Britain amounted 
to $2278 millions. In 1920 the figures were $513 millions and 
$1825 millions respectively. Obviously, commercial selling of 
forward sterling must have been several times larger in both years 
than commercial buying. 

That forward sterling was nevertheless at a premium was due 
partly to the covering of the exchange on funds invested in call 
money and time money in New York, but predominantly to specu- 
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lative influences. The depreciation- of spot steiiiiig was considered 
essentially temporary, especially towards the end of 1920, and 
speculators anticipated a recovery; As Mr. Keynes pointed out, 
“the abnormal discount on forward dollars wdiich persisted more 
or less from November 1920 to February 1921, thus indicating that 
the market was a bull of sterling, coincided with the sensational 
rise of sterling from 3*45 to 3*90. This discount was at its inaxiiniim 
w^lien sterling touched its low^est point, and at its minimiiiii (in 
May 1921) when sterling reached its highest point of that swing.'' ^ 
This speculative factor overshadowed every other influence, and 
was responsible for those abnormal movements of forward sterling. 
During most of this period, continental forward currencies were 
at a premium in relation to sterling, for the same reason for which 
forward sterling was at a premium in relation to the dollar, namcdy 
that the depreciation of the spot rates was looked upon as a tem- 
porary phenomenon and a recovery was anticipated. 

(5) BOLE OF INTEEEST PARITIES FROM 1921 ONWARD 

Til© sudden drop of the premium on forward sterling during 
the first five months of 1921 is explained hy Mr. Keynes as the 
liquidation of the bull position in sterling as and when the spot rate 
was recovering. In fact, it can also be accounted for, in small part 
at least, by the commercial factor. Even though the British trade 
balance in relation to the United States remained adverse during 
1921, the volume of imports from the United States declined, re- 
ducing the adverse balance to $504 millions, against $1312 millions 
in 1920. Towards the end of 1920 and the beginning of 1921 there 
w^as, as a result of the slump, a wholesale cancellation of British, 
purchases in the LTnited States. Since the forward dollar on tliese 
purchases was for the most part covered, every cancellation resulted 
in commercial selling of forward dollars.^ 

The reduction of the Bank rate from its crisis level of 7 per cent, 
which took place in London two months earlier tlian in New York, 
was probably partly responsible for the rise in the premium on 
forward sterling towards the middle of 1921. When New Yoi^k 
follow^ed suit, and brought the Bank rate to tlie figure of t!\e British 

^ Manchester Quardmn Memmtruction ^Supplement, Section I, A|,>ril 1922, p. 13. 

® Th(% best dcBcription and analysis of the movements of the slerlifig-doliar 
rate during this period can be found in Mr. William Adams Brown’s England and 
the New OoM Biamiardf 19,194926 (l4ondon, 1929). 
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Bank rate, the premium on forward sterling responded by con- 
tracting. From this time onward until the hectic days after the 
suspension of the gold standard in Great Britain, the curve of the 
forward sterling-dollar rate paralleled fairly closely the curve of its 
Interest Parities, as is shown by the Forward Dollar Chart opposite 
page 276. Evidently the Forward Exchange market was well 
established by the middle of 1921, and interest arbitrage activity 
was in full swing. For this reason, during the next ten years or so, 
any deviations of the forward sterling-dollar rate from its Interest 
Parities, for speculative or other reasons, brought forth corrective 
influences which tended to provoke adjustment. This does not, 
of course, mean that it was always the forward rate that returned 
to its Interest Parities. As the chart shows, frequently a movement 
in the forward rate anticipated the corresponding movement in the 
Interest Parities. While it would be dangerous to assume that in 
all those instances it was the forward rate which caused a change 
in its Interest Parities, in some instances at all events this must 
evidently have been the case. In other instances, the parallel 
movement of forward sterling and its Interest Parities, whichever 
moved first, was due to the operation of outside factors which 
affected both curves. 

(6) SFECIJLATIVE OVERVALUATION OF FORWARD STERLING, 

1922-24 

During June and July 1921 the depreciation of spot sterling 
from about 4*00 to 3*56 was accompanied by a rise in the j)remium 
on forward sterling. For the rest of the year, spot sterling was 
appreciating almost uninterruptedly, while the premium on forward 
sterling tended generally to decline. This appears to confirm 
Mr. Keynes’s theory about the influence of the level of the spot rate 
upon speculation in forward sterling. 

In 1922 the tendency of forward sterling was largely in accord- 
ance with the rules of the Interest Parity theory. Until April the 
London and New York Bank rates were at the same level, and most 
of tliis time the forward rate was in the vicinity of its parity with 
spot rate. Admittedly, the discount rate parity would have 
justified a slight premium on forward sterling, since bill rates in 
London w'ere below those of Mew York. It is more than coinci- 
dence, however, that when, from April onwards, the London Bank 
rate w^as reduced below the level of the New York Bank rate, and 
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when in consequence the discrepancy between London and New 
York bill rates widened in favour of London, there was. a siiniiL 
taneoiis appreciation of forward sterling wdiich continued until the 
end of 1922. The appreciation may have been due in pa,rt to the 
anticipation of a continued rise in spot sterling, Avhich in fact 
advanced steadily until March 1923. This probably accounts for 
the overvaluation of forward sterling compared with its Interest 
Parities towards the end of 1922 and the beginning of 1923. 

From the middle of 1923, the increase of the London Bank rate 
from 3 to 4 per cent resulted in a decline in the premium on foiuvard 
sterling, which was probably accentuated to some extent by specu- 
lative operations due to the declining tendency of spot sterling. 
For a short while, forward sterling was, if anything, slightly under- 
valued, though still at a premium. The weakness of spot sterling 
during the last four months of the year was accompanied by a 
widening of the premium on forward sterling, which towards the 
end of 1923 and the beginning of 1924 rose once more above 
its Interest Parities. The premium began to fall, however, from 
February 1924. This movement was connected with the wholesale 
speculative attack on the franc, which largely assumed the form 
of sales of forward francs against dollars. Much of these specu- 
lative transactions found its way to London, and her intermediary 
part must have been among the causes of the weakness of forward 
sterling against the dollar. From May onwurrds, the decline of bill 
rates in New York, which was subsequently confirmed by a reduc- 
tion of the Bank rate, provided justification for the weakness of 
forward sterling, which towards the middle of the year went for the 
first time to a substantial discount. 

(7) EETITEN TO FEE-WAR FAEITY 

To prepare the way for the restoration of spot sterling to its 
old parity, the British authorities from June 1924 onwards main- 
tained their Bank rate persistently above tlie New York Bank 
rate. Indeed, it was not until May 1932 that the Bank rate parity 
between the two centres once more justified a premium on forward 
sterling. The discount rate parity, too, justified a discount on 
forward sterling most of the time during 1924-32, except for 
brief periods in 1928, 1929 and 1930, when, owing to the Wall 
Street situation, bill rates in New York were for a while higher 
than those prevailing in London. On the other hand, the call 



256 FORWARD EXCHANGE MOVEMENTS pabt v 

money rate parity remained almost continuously at a premium 
from 1919 until 1935. But the influence of the call money rate 
parity upon interest arbitrage and the movements of forward rates 
is generally moderate, apart from periods of boom, when call 
money rates soar to tempting high levels > 

During the second half of 1924 and at the beginning of 1925 
forward sterling was for a while at a premium, even though its 
Interest Parities would have justified a discount. This was due to 
the speculative anticipation of the return of sterling to its old 
parity. Once this event materialised, forward sterling went to a 
discount, as a result of the liquidation of bull positions. It is true 
that between July and October 1925 forward sterling underwent 
a marked recovery. Prom a discount of IjV three months 

it rose to a premium of nearly | c. This was partly justified by a 
decline in bill rates in London, confirmed by a reduction of the 
Bank rate from 5 to 4 per cent. Towards the end of the year, 
however, seasonal gold losses resulted in a rise in the Bank rate, 
with a corresponding decline in both the Interest Parities and the 
forward rate. 

During 1926 the outstanding influence upon forward sterling 
was the General Strike, which resulted in a depreciation below 
discount rate parity, though not below Bank rate parity. The 
second half of the year witnessed a recovery of forward sterling, 
which reached par with spot sterling towards the end of the year. 
This may have been to some slight extent due to the increase of 
the New York Bank rate from 3| to 4 per cent, though even at 
that figure it was 1 per cent lower than the London Bank rate. 
Possibly the recovery was due to some extent to the liquidation 
of bear positions in sterling created in anticipation of the General 
'.■Strike. . ■ 

(8) THE FEEXCH FACTOR 

Throughout the first half of 1927, forward sterling remained in 
the close vicinity of spot sterling. It was not until May, however, 
after the lowering of the London Bank rate to 4| per cent, that 
London bill rates declined to the proximity of New York bill rates, 

^ In any eano. tlio New York rate on brokers’ loans and the London day-to-day 
money rate are not strietly comparable, and were only chosen for the calculation of 
call money rate parities hmmm they are the representative call money rates in their 
respective centres. Since the London day-to-day loans are soeurod "on bills, while 
the Now York brokcsrs’ loans are secured on atcwks and shares, it is natural that the 
latter rat© should be higher tlian the former. 
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thereby providing an adequate, if temporary, justification for the 
level of forward sterling. In this instance, there is reason to believe 
that the relatively high discount rate in London attracted a certain 
amount of funds from New York during the first few months of 
1927, and this factor, by causing an influx of gold, was partly 
responsible for the decline in bill rates and the reduction of the 
Bank rate in London. This illustrates how the deviations of for- 
ward rates from their Interest Parities can affect internal interest 
rates. The tendency in favour of the London market did not, 
however, continue for very long. As a result of French gold with- 
drawals in May and June 1927, London bill rates rose once more, 
and the discount rate parity declined to a level at which it w^ould 
have justified a discount on forward sterling to the extent of about 
1 per cent per annum. In fact, forward sterling did go to a dis- 
count during the second half of the year, though not quite to such 
an extent. The change of the Interest Parity against sterling was 
subsequently confirmed by the reduction of the New York Bank 
rate to 3| per cent in August 1927. 

From the beginning of 1928 until the end of 1929 forward 
sterling came strongly under the influence of the Wall Street 
situation. The rise in money rates in New York resulted in a 
premium on forward sterling from the middle of 1928 until the 
end of 1929. As, however, this was due to the inherent weak- 
ness of forward dollars brought about by the Wall Street boom, 
it will be examined in detail in the next chapter dealing with the 
foi’ward dollar. 

Hitherto we have treated forward sterling almost exclusively 
in relation to forward dollars. The movements of the major con- 
tinental Forward Exchanges until 1928 w^ere largely influenced by 
causes individual to the countries concerned, and were not therefore 
a reflection of the weakness or strength of forward sterling. As 
for the forward rate of stable continental exchanges such as the 
forward guilder or the forward Swiss franc, they played but a 
subordinate part, and either moved in sympathy with forward 
sterling or dollar, or were affected by special conditions in Holland 
or Switzerland- There was no need to take these movements into 
consideration in examining the tendencies of forward sterling. 
From the end of 1928 onwards, however, the forward sterling-dollar 
rate ceased to be the expression solely of tendencies inherent in 
forward sterling. After the stabilisation of tlie franc, and more 
especially after the liquidation of the position created by official 
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French forward operations/ the forward franc assumed consider- 
able importance as an expression of tendencies in forward sterling. 


(9) STERLING OUT OF EQUILIBRIUM 

Even though the forward dollar was at a discount throughout 
the second half of 1928 and until September 1929, this was not by 
any means a sign of inherent strength in forward sterling, for 
throughout that period the forward franc in London was almost 
incessantly at a premium, showing that the premium on forward 
sterling in relation to dollars was solely due to the peculiar Wall 
Street situation. The discount on forward sterling in relation to 
the franc was fully justified on an interest basis, for throughout 
1928, and more especially during 1929, interest rates in Paris were 
considerably lower than those prevailing in London. The discount 
was also Justified by the Purchasing Power Parity theory of For- 
ward Exchange, as the spot franc was grossly undervalued in 
relation to sterling. 

The disequilibrium of the British price level in relation to the 
world level began to assume an increasing importance after the 
stabilisation of the franc at an undervalued level. It resulted in a 
persistent adverse pressure on sterling, which led to a discount on 
forward sterling during most of 1929, 1930 and 1931. Indeed, 
from the time of the Wall Street slump of October 1929, when 
forward sterling went to a discount also in relation to the dollar, 
until the suspension of the gold standard in September 1931, 
forward dollars, French francs, Swiss francs, guilders and belgas 
were almost incessantly at a premium in relation to sterling. Among 
the important Forward Exchanges, only the lira and the reichs- 
mark wore at a discount, for reasons peculiar to Italy and Germany 
respectively. Evidently there was a pressure on sterling, due to 
overvaluation, and since the working of the gold standard pre- 
vented spot sterling from adjusting itself to its Purchasing Power 
Parities, forward sterling tended to move slightly in that direction. 

(10) FORWARD STEELIXa' UNDER GOLD EXPORT POINT 

During the last three quarters of 1930 bill rates in London 
declined to the close vicinity, of hill rates in Paris, though the Paris 
^ For details see Chapter XXXVIII. 



CHAP. XXVIII 


FORWARD STERLING 


.259 


Bank rate remained below the London Bank rate, and the dis- 
count on forward sterling .in relation to the franc, which was at 
times in the vicinity of 1 per cent per annum, was in part, at any 
rate, justified by Interest Parities. The premium on forward francs 
gave way to a discount in May 1930, wdien the withdrawals of 
French balances brought the spot rate to gold export point. As 
at that time the stability of sterhng was still trusted, it was natural 
that forward sterling should rise to a premium when the spot rate 
reached the point which was expected to mark the limit of deprecia- 
tion, Towards the end of May the recovery of spot sterling above 
gold export point appeared to have justified the tendency of forward 
sterling, but the moment the spot rate rose above 123*90 the dis- 
count on forw^ard sterling reappeared. 

Towards the middle of June, spot sterling again relapsed in 
relation to the franc, this time quite considerably below gold export 
point, and it remained under gold export point until the end of 
January 1931. This was in consequence of the decision taken by 
the Bank of England to pay out gold of standard fineness only, 
instead of continuing to pay out fine gold. As the Banlc of France 
refused to accept gold of a fineness inferior to *995, it became 
necessary to refine the bars withdrawm from the Bank of England 
before they could be delivered to the Bank of France. As a result 
of the additional expense thus caused, the gold point declined, 
though nobody quite knew its new figure which w^as influenced by 
the fluctuations in the refining charge and by the period of the 
delay. When the refining charge was Ifd. per ounce, the gold point 
declined to the low level of about 123*65, 

The situation that arose in consequence is described in detail in 
my book International Gold Movements, Chapter XII. Here I shall 
confine myself to those of its aspects w^liich concerned forward 
sterling. Even though the spot sterling-franc rate was well under 
its normal gold export point, this did not prevent forward sterling 
from being at a discount in relation to the franc, for the simple 
reason that nobody quite knew the new gold point. Towards the 
end of the year, however, when spot sterling declined below 123*60, 
the market considered it obvious that the new abnormal and pro- 
visional gold point had been reached, and forward sterling went to 
a premium in relation to the franc. During November and Decem- 
ber the premium varied between | and f per cent per annum. At 
the begimiing of 1931 the prospects of an understanding with the 
Bank of France, which subsequently materialised, resulted in a rise 
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of spot sterling to the vicinity of its normal gold point, and forward 
sterling promptly moved to a discount in relation to the franc. 
The depreciation of both spot and forward sterling below the normal 
gold point over a period of seven months, however, undermined 
confidence in the stability of sterling to no slight degree. As a 
result, after the recovery of spot sterling, forward sterling remained 
slightly but persistently under the normal gold export point. When 
at the end of January spot sterling advanced to 123-92, the discount 
on forward sterling in relation to the franc widened to c. for three 
months ; the gold export point was reckoned at the time to be 
123-89. When, a week later, the spot rate rose to 123-98, the for- 
ward discount widened to 9 c. 

(11) THE CRISIS OF 1931 

The discount on sterling was inclined to widen further when, 
following upon the Franco-German tension over the Austro-German 
Customs Union scheme, spot sterling appreciated in the period 
from March to May. It was not until spot sterling rose above its 
parity with the franc that the discount on forward sterling, wide 
as it was, rose appreciably above gold point. On April 4, for 
instance, when spot sterling was just a shade under par at 124-21, 
three-months forward sterling was at a discount of 34 c., which was 
a few centimes under gold point. A week later, when spot sterling 
was at 124-26, three-months forward sterling was at a discount of 
35 e., which was a shade over gold point. On May 2, when spot 
sterling rose to 124*43, the discount on forward sterling widened to 
37 c., but in spite of this it rose well over gold point. Towards the 
end of that month, however, when as a result of the Creditanstalt 
crisis clouds began to gather on the international financial horizon, 
the decline of spot sterling, though accompanied by a contraction 
of the discount on forward sterling, brought the latter once more 
below gold export point. 

In July, when the crisis spread over Germany, spot sterling 
declined to the vicinity of gold export point in relation to both the 
dollar and the franc. At the end of July the Interest Parities of 
sterling declined materially, as a result of the increase in the London 
Bank rate from 2| to 4'| per cent. This would have justified a 
considerable discoimt on forward sterling, since the Bank rate in 
New York and Paris remained unchanged. In fact, while the 
discount on forw ard sterling in relation to the dollar widened to 
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the vicinity of 1|- to 2 per cent per anmiin during August, it never- 
theless remained overvalued compared with its discount rate parity, 
which w^ould have justified a discount on forward sterling of some- 
where between 3 and 3| per cent. This overvaluation of forw^ard 
sterling appeared on the surface all the more remarkable as there 
was throughout August a heavy and increasing speculative selling 
pressure, a pressure which largely took the form of sales of forward 
sterling. As a result, had the rates been allowed to find their own 
level, forward sterling would probably have declined below its 
Interest Parities. This, however, was prevented by official inter- 
vention. As we shall see in Chapter XL, the British authorities 
decided to support forward sterling as well as spot sterling, in order 
to prevent its depreciation considerably below gold export point. 
Throughout August and the first three weeks of September the spot 
dollar rate was artificially maintained at between 4*85| and 4-86. 
Three-months forward sterling was allowed to go to a discount of 
up to 2f c. Although the forward rate was thus under gold export 
point, the difference was not spectacular. At the same time the 
franc rate was kept betw^een 123*90 and 123*96. In this case the 
discount, which widened towards the end of August to between 
50 and 70 centimes, was materially under gold export point. 
Apparently the authorities paid much more attention to the dollar 
rate than to the franc rate. 

(12) AFTBU THE SIJSPEKSION OE THE GOLD STANDARD 

The depreciation of spot sterling upon the suspension of tlie 
gold standard Avas, of course, accompanied by a further weakening 
of forward sterling, especially as the Control ’’ no longer intervened. 
The extent of the discount on forward sterling was, however, 
relatively moderate during this period. In relation to the franc it 
never for any length of time exceeded 4 per cent per annum ; in 
relation to the dollar its maximum was 3 per cent per annum even 
during the darkest days of currency chaos. The explanation of the 
difference lies in the fact that while most American balances held 
in London were already covered against the exchange risk, most of 
the French balances were uncovered, and .many owners hastened to 
cover. Taking this into consideration, and also the speculative 
selling pressure on forward sterling, the extent of the discount, even 
in relation to the franc, was remarkably moderate during the last 
quarter of 1931. This Avas probably explained by the AAudespread 
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feeling that once the sterling-franc rate declined below 100 it was 
not lil^ely to depreciate further. 

During October 1931, while forward sterling was still at a heavy 
discount in relation to the franc, it actually rose to a substantial 
premium in relation to the forward dollar. This is explained by the 
'‘ dollar scare that took place at the time, as a result of the whole- 
sale repatriation of French and other foreign balances. There was 
a widespread fear that the United States might follow Great 
Britain’s example ; hence the weakness of the forward dollar. 

Prom December 1931 a recovery in spot sterling set in, the dollar 
rate rising from 3-31 to 3-40 by the beginning of January, to 3-45 
by the beginning of February, and to 3*50 by the beginning of 
March 1932. In the meantime, the rise in interest rates in New 
York, and to a less extent in Paris, brought the Interest Parities of 
forward sterling to a less abnormal level. This alone would not, 
however, have affected forward sterling to a material degree, for 
the chaotic currency conditions, and the wave of distrust in banks 
all over the world, brought interest arbitrage almost to a standstill. 

(13) TUniSf OF THE TIDE IN 1932 

When, however, early in 1932, speculators realised that the tide 
had turned, bear positions in sterling were covered in haste, and 
bull positions developed. As a result, forward sterling went to a 
premium in relation to the dollar at the end of January, and in 
relation to the franc at the end of February. In March, when the 
recovery of sterling tended to assume spectacular dimensions, the 
premium on forward sterling in relation to both major currencies 
widened, especially as the changed sentiment was accompanied by 
a rapid reduction of the London Bank rate to 3J per cent, against 
6 per cent in January. The gap between forward sterling and 
its Interest Parities became rather wide in relation to the 
dollar. From time to time fears of a suspension of the gold 
standard in the United States resulted in the widening of the 
premium on forward sterling in relation to the dollar. In June 
1932, when one of these “ dollar scares ” reached its climax, the 
discount on forward dollars in relation to sterling widened to over 
4 c. for three months. Although the subsequent return of con- 
fidence in the dollar resulted in a recovery, a discount nevertheless 
persisted from the beginning of 1932 until the beginning of 1935. 
This, however, was due not io-,muoh to any inherent strength in 
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forward sterling as to the inherent weakness in forward dollars, 
which -will be discussed in the next chapter. 

In relation to the franc, forward sterling was iinich less steady 
during 1932. When the recovery of spot sterling reached its climax 
at the beginning of April, the franc rate rising to 96, forward sterling 
once more w^ent to a discount, which tended to contract as and when 
spot sterling declined. In Jnne, when the spot sterling-franc rate 
appeared to have, reached its lowest point for the time being at 93, 
forward sterling .rose to a premium. From the end of J une this was 
Justified on an interest basis, for by then the London. Bank rate had 
reached 2 per cent, against 2| per cent in Paris, while discount rates 
in London , were divstinctly easier. When, however, it became 
evident in July, that the dowmward trend of spot sterling was to 
continue, forward, sterling returned to a ,discouiit and,. apart from 
a brief interval in September, remained at a discount until December 
w^hen banking a.iid budgetary troubles in BVaiice resulted for the 
first time in a wave of pessimism in relation to the stability of the 
franc. 


(14) TENDENCIES AFTER 1933 

During the first half of 1933 , forward sterling remained at a 
premium. The. discount rate in London declined to about ^ per 
cent, while in Paris it kept to the close vicinity of the Bank rate, 
2 1 per cent. On these grounds a premium on forward sterling at 
the rate of about 2 per cent per annum would liave been justified. 
Temporary deviations apart, the premium was in fact not very far 
removed from that level until June 1933, wdien forward sterling 
became distinctly weaker, during and after the London Economic 
Conference. This largely resulted from the fact that Mr. Ramsay 
MacDonald was seen at lunch with Mr, Keynes at the Athenseum, 
from which many people were inclined to infer tliat tlie Prime 
Minister had come under Mr. Keynes’s influence in regard to his 
monetary policy. As a result, the premium on forward sterling 
in relation to the franc contracted materially during June, wdiile 
during July and August it gave way to a discount. During the 
autumn months, however, forward sterling was once more at a 
premium, for notwithstanding the weak undertone of the spot rate, 
which continued until November, fears for the fete of tlie franc were 
becoming increasingly acute by- that time. From August 1.933 
onwards, forward sterling remained at a premium in relation to the 
franc, apart from a brief interval from .August to October 1934, when 
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hopes attached to the results of the deflationary policy of M. 
Doumergue’s Government of National Union temporarily restored 
confidence in the franc. The fluctuations of the forward sterling- 
franc rate after this short-lived depreciation in the summer of 1933 
were closely bound up with the fluctuating hopes and fears re- 
garding the franc. Discussion of them will therefore be deferred to 
the chapter on the forward franc. 

After the provisional stabilisation of the dollar in January 1934, 
the abnormal discount on forward dollars disappeared, and the 
forward sterling-dollar rate re-estabhshed contact with its Interest 
Parities. Throughout 1934, forward sterling remained at a premium 
in relation to the dollar, but in January 1935 it went to a discount 
and has remained at a discount ever since, up to the time of writing. 
This can be justified both on the basis of the Interest Parity theory 
and on that of the Purchasing Power Parity theory, for interest 
rates in New York since 1934 have been even lower than in London, 
and the spot dollar has been undervalued in relation to sterling. 
As, however, this position is not the result of any causes inherent in 
sterling, but to causes inherent in the dollar, I propose to examine 
it in detail in the next chapter. 

Forward sterling has been at a premium in relation to forward 
guilders and Swiss francs almost incessantly since the beginning of 
1933, but this again is to a large degree the result of the inherent 
weakness of those currencies, and will be discussed in Chapter 
XXXIII. Similarly the premium on forward sterhng in relation 
to the belga up to the latter's devaluation, and the discount after 
April 1935, can more appropriately be discussed when dealing with 
the forward belga. 



CHAPTER XXIX 


THE EORWARD DOLLAR 


( 1 ) NEW YORK COMPARED WITH LONDON 

In discussing the moYements of the forward dollar, it is necessary 
to bear in mind the fundamental difference between the London 
and New York money markets. The rates quoted in the two centres 
are not strictly comparable. The New York market rate of dis-' 
count is much less elastic and sensitive than its London equivalent, 
and investment in dollar bills has never acquired quite the same 
degree of popularity among arbitrageurs as investment in sterling 
bills. In the New Yorlc market there are, in addition to the 
special rates on time deposits, three rates quoted which are more 
important than fine bank bill rates : (1) the rate for commercial 
paper (which is a one-name bill and in many ways is the American 
equivalent of bank advances in Great Britain) ; (2) the call money 
rate (known also as the rate for brokers’ loans) ; and (3) the time 
money rate (loans on securities for definite periods). There is, 
strictly speaking, no London equivalent of these rates, which 
from time to time play a certain direct part in influencing interest 
arbitrage. 

The call money and time money markets in New York are often 
regarded by arbitrageurs as providing alternative facilities for in- 
vestment to those provided by the London bill market. The New 
York call money market attracts funds from the London call 
money market and also those invested in short sterling bills. The 
alternative for investment in long sterling bills is provided by the 
time money market. Owing to the popularity of time money 
from the point of view of arbitrageurs, the parity between the 
London discount rate and the New York tiine money rate occasion- 
ally plays a leading part in influencing tlie forward dollar rate. 
Indeed, during the normal years the forward rate was often nearer 
its parity between the London discount rate and the New York 
time money rate than to its discount rate parity proper. Between 
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1925 and 1931 the forward dollar rate was most of the time some- 
where between these two parities. 

It is also necessary to recall at the present juncture what was 
said in Chapter XVIII about the indirect effect of purely domestic 
interest rates upon forward rates. In the positive sense the only 
interest rates which can affect forward rates are those for the type 
of loans that attract arbitrage funds ; but interest rates on loans 
which never or very seldom attract arbitrage funds can influence 
forward quotations in a negative sense. Although it may he 
profiitable to transfer funds from New York to London because the 
forward dollar is undervalued compared with its discount rate 
parity, American banks may nevertheless abstain from transfers 
on any substantial scale owing to the high rates they are able to 
obtain at home on commercial paper. This factor does not affect 
transfers on foreign account, but at times the volume of these is 
not suflflcient, in the absence of an adequate volume of transfers on 
American account to provide a corrective. On such occasions the 
undervaluation of the forward dollar will not be corrected automatic- 
ally unless and until the profit on the swap increases, or the interest 
on domestic loans declines, sufficiently to induce American banks to 
switch over some of their resocuces from the home market to interest 
arbitrage. It is partly for this reason that the working of Interest 
Parities is by no means absolutely smooth even in relatively normal 
conditions and even between two such free and elastic markets as 
New York and London. 

(2) WEAKNESS OE EOEWAED DOLLAE UNTIL 1925 

Let US now trace the actual movements of the forward dollar 
since the war. The early period can be briefly dismissed, for it has 
been discussed, in relation to sterling, in the previous chapter. 
During the post-war boom the exceptionally high New York call 
money rates, which at times rose to between 20 and 25 per cent, 
were an important factor and were partly responsible for the big 
discount on the forward dollar. For some time a curiously anomalous 
situation arose, owing to the wide discrepancy between New York 
bill rates and call money rates. While it was highly profitable for 
London banlcs to transfer funds to the New York call money market 
with the exchange risk covered, at the same time it was profitable 
for New York banks to transfer funds to the London bill market, 
also with the risk covered, if they sought to employ part of their 
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resources in bills instead of call money. This 'situation recurred 
during the second half of 1928 and in 1929 — and since the details 
are much ea..sier to ascertain for the latter period, we propose to 
discuss this question when dealing with the nioTeinents of the 
forward dollar in 1928. 

Until the middle of 1924 forward dollars were almost incessantly 
at a discount in relation to sterling, even though, from 1922 on- 
wards, they were at times at a premium in relation to the franc. 
From the middle of 1924 the movement in Interest Parities justified 
a premium on forw^ard dollars against sterling, owing to the higher 
Bank rate and discount rate prevailing in London in consequence 
of the efforts to restore and maintain the gold standard. Neverthe- 
less, bull speculation in sterling resulted in a relapse in the forward 
dollar after its temporary rise to a premium in the summer of 1924. 
It was not until these bull positions wm^e liquidated after the 
restoration of sterling to par that the forw^ard rate once more 
moved towards its Interest Parities. 


(3) SEASONAL INFLUENCES 

In the autumn of 1925, the forw^ard dollar again went to a dis- 
count, partly because of a rise in bill rates in New York and a 
simultaneous decline in bill rates in London, and partly because 
of seasonal influences which brought spot dollars to gold import 
point in relation to sterling. In the circumstances, the market 
naturally anticipated a depreciation of the spot rate. When this 
depreciation occurred, early in 1920, the forward dollar recovered 
to a premium, especialty as the Bank of England rate had mean- 
while been raised from 4 to 5 per cent, causing the discount rate 
parity to move in favour of the dollar. The same seasonal pheno- 
menon repeated itself during 1926, this time unaccompanied by a 
corresponding fluctuation of the Interest Parity. The mere fact 
that tow^ards the end of the year spot dollars appreciated to gold 
import point was in itself sufficient to bring the foiwvard rate to 
a discount. 

It is -worth noting that in 1927 New York bill rates fell by about 
per cent before the actual reduction of the New York Bank rate 
in August, but notwithstanding tins the forward rate responded 
only when the change in the discount rate parity w^as confirmed by 
the reduction of the Bank rate. 
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(4) THE WALL STREET BOOM 

The period of 1928 and 1929 is very interesting and instructive 
from the point of view of the forward dollar. The Wall Street 
boom resulted in an all-round rise in interest rates in New York. 
By the middle of 1928 the Bank rate parity had moved against 
the dollar, and simultaneously the forward dollar went to a dis- 
count. During the autumn months the forward dollar became con- 
siderably undervalued compared with its discount rate parity, and 
also with its Bank rate parity. This was not an unusual state of 
affairs. In fact, throughout the post-war period, the forward dollar, 
except for brief periods, had always been undervalued in relation 
to these parities. On the other hand, it had usually been over- 
valued compared with parities based on interest rates on call money, 
time money and commercial paper in New York. Consequently, 
the theoretical Interest Parity, which would naturally take account 
of these rates, must generally be more adverse to the forward dollar 
than would appear from the trend of either the discount rate parity 
or the Bank rate parity. During the second half of 1928 the 
abnormally high call money rates in New York made this situation 
particularly clear. 

While, from the middle of 1928 until the end of 1929, the for- 
ward dollar was constantly undervalued compared with its discount 
rate parity, it was very heavily overvalued compared with its call 
money parities or with the parity between the New York time 
money rate and the London discount rate. It was highly profitable 
for London banks to transfer funds to New York call money 
loans or time money loans. In order to cover the exchange risk, 
they had to relinquish part of the profit on the transaction, and 
since during that period the spot doUar was in the vicinity of gold 
import point, this measure of precaution was essential. 

(5) ANOMALOUS POSITION 

Tliroughout the second half of 1928 and the whole of 1929 
there was a material profit on covered interest arbitrage with 
New York for funds invested in call money and time money. At 
tlie same time, just as during the early post-war period, it would 
have been profitable for New York banks to buy sterling bills and 
cover the exchange. Prom, time to-.time the profit on such opera- 
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tions was over 1 per cent per annum, but very few American banks 
availed tbeiiiselves of it, owing to the much more attractive invest- 
ment facilities, in the home market, where interest rates rose to a 
very high level. Nor did London banks take advantage of the, 
profit on ■ call money and time money sufficiently to reduce 
materially the discrepancy between the forward dollar rate and 
the margin between the London bill rate and the New York call 
money rate and time money rate. Although during that period 
the influence of the call money market was predominant, the 
forward dollar tended to be influenced to a larger degree by bill 
rates than by call money rates or time money rates. 

Another instructive example from the experience of the forward 
dollar at this period is that from June 1928 until October 1929 the 
discount on forward dollars was relatively wider for one month 
than for three months. As the spot dollar was all the time over 
parity in relation to sterling, the working of gold points— which 
under the gold standard is often resjionsible for divergencies be- 
tween long and short forward rates — could not have been the cause 
of this discrepancy. The explanation lies in the fact that, as much 
of the funds that were transferred to New York for interest arbitrage 
were employed in call money, the operations led to a selling pressure 
on short forward dollars. The exchange risk on funds invested in 
call money is seldom covered for more than one month. 

(6) FOB W ABB BOLLAES BUBING 1929-31 

During 1930 the range of forward dollar fluctuations in relation 
to sterling was relatively limited, and the rate was almost all the 
time within its transfer points. The anomalous situation of forward 
sterling, referred to in the last chapter, which w'as created through 
the refusal of the Bank of France to accept gold of standard fineness, 
failed to affect the sterling-dollar forward rate, since it was due to 
local circumstances between the franc and sterling. We dealt in 
the last chapter with the critical i)eriod of 1931, and as the move- 
ment of the sterling-dollar forward rate then was due to a cause 
inlierent in sterling, there is no need to return to the subject here. 
The only point worth mentioning is that the sudden depreciation 
of the forward dollar in October 1931 was in part, at least, due to 
fears that the spot dollar might follow the deprecuation of spot 
sterling. With the return of confidence in November, tlie forward 
dollar once more went to a premium. 
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While until the suspension of the gold standard in Great Britain 
the forward dollar had remained in the close vicinity of its Interest 
Parities, during the last quarter of 1931 a discrepancy arose which 
was at times as wide as 2 per cent per annum. Throughout the first 
half of 1932 the discrepancy was even wider : it was seldom less 
than 2 per cent, and at times was much above that figure. All the 
time, the forward dollar remained abnormally undervalued com- 
pared with its Interest Parities. When the latter moved against the 
dollar, the forward rate went to a very wide discount, owing at first 
to a flight to the £ but later to a speculative attack on the dollar. 
After the collapse of this attack in June 1932, a reaction set in, and 
a weak tendency of spot sterling, coupled with a marked decline 
of bill rates in New York, brought the rate down practically to 
parity with spot dollars. This movement was, however, short-lived. 

€ 

(7) THE CRISIS OF 1933 

The banking crisis in the United States at the beginning of 1933 
was accompanied by a wave of distrust in the dollar, culminating 
in March, when the monthly average discount on forward dollars 
rose to a peak of 6|- per cent per annum. Since the spot dollar was 
overvalued, this was in accordance with the Purchasing Power 
Parity theory which worked mainly through the intermediary of 
the speculative factor. 

The depreciation of the spot dollar after the suspension of the 
gold standard caused the forward discount to narrow consider- 
ably towards the middle of the year as the spot dollar ceased to 
be overvalued. But when President Roosevelt’s intention to 
depreciate the spot dollar further became evident, the discount 
widened once more, reaching the vicinity of its previous high 
record by December. At the same time the reflationary policy 
adopted by President Roosevelt resulted in a decline of interest 
rates in New York, so that, while the discount on forward dollars 
widened, the Interest Parities moved in favour of the dollar. This 
anomaly was all the more striking as at the same time spot dollars 
became considerably undervalued compared with their Purchasing 
Power Parities, so that theoretically the forward dollar ought to 
have been at a premium. In reality, however, the working of both 
the Interest Parity theory and the Purchasing Power Parity theory 
can be vitiated by the speculative factor. Even if the forward rate 
is undervalued compared with its Interest Parities, and even if 
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tlie spot rate is iiiiderYalued. compared witli its Piircliasiiig Power 
Parities, the forward rate may depreciate further if the market 
anticipates a further fall in the spot exchange. 

It is also worth while to inquire why interest rates in ,the 
United States, declined and why money was exceptionally easy, 
throughout 1933 and 1934, in spite of the gross iinderyaluation of 
the forward dollar. According to the theory of reciprocity, the 
large profits obtainable on swap transactions tend to cause a rise in 
internal money rates in. the country whose Forward Exchange is ■ 
undervalued. There are two reasons why this law did not operate 
in the United States during 1933-34. The one is that the Govern- 
ment pursued a deliberate policy of inflation and cheap money, so 
that the undervaluation of the forward dollar, unlike that of the 
forward franc tw'o years later, failed to produce monetary stringency 
in the home market. The other reason was that the United States 
autliorities imposed restrictions on swap transactions. American 
banks were not a^llowed to tmdertake a swap operation unless it was 
connected with some genuine commercial transaction. ’For this 
reason they were not in a position to take advantage of the discount 
on the forward dollar by >s’wap transactions ei.tlier on their own 
account or on account of theii* clients. Admittedly., restriction 
was not water-tight. Since American banks were fully entitled to 
cover the exchange risk on short-term credits granted abroad, in 
many instances they were prepared to grant such credits at a very 
low interest rate or even free of interest in order to take advantage 
of the profit on the swap in a legitimate way. In foot, cases have 
been brought to my notice in which credits were granted, on goods 
in warehouses in England, with a negative interest rate. That is, 
the borrowers received a small premium for their consent to 
accept the loan offered by the American bank. The volume of 
such transactions was not, however, nearly >sufficient to make a 
material difference to money conditions in the United States, which 
remained consistently easy. The American experience of 1933 and 
1934 does not invalidate the reciprocity theory, but merely provides 
an example of the circumstances in which the effect of forward rates 
on interest rates becomes neutralised. 

(8) AFTEK THE ■STABILISATION OF THE DOLLAR 

After the provisional stabilisation of the dollar, a sharp reaction 
set in. By the end of April 1934, forward dollars ware witlfin | per 
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cent of their parity in relation to spot dollars, and within | per cent 
to 1 per cent of their discount rate parity. Nevertheless, they 
remained at a discount throughout 1934, even though the ex- 
ceptionally low discount rates in New York would have justified a 
premium. In this instance again, the discrepancy between the 
discount rate parity and the forward rate was due to the fact that 
both time money rates and call money rates remained relatively 
high. While the rate for fine bank bills in New York was down to 
per cent by May 1934, and to | per cent towards the end of that 
year, the call money rate remained at 1 per cent and the time 
money rate at | per cent until April 1935. Thus, while the margin 
between discount rates in London and New York would have 
justified a premium on forward dollars right from the beginning of 
1934, it was not until 1935 that New York time money and call 
money declined below the level of London discount rates. This 
explains in part why the forward dollar remained at a discount 
until early in 1935. 

In any case, it was not until November 1934 that exchange 
restrictions were removed, and even after that date many American 
banks were reluctant to undertake arbitrage operations that 
involved an export of capital. It was several months before 
the volume of arbitrage assumed sufficient dimensions to wipe out 
the discount on the forward dollar. 

(9) IHTEEEST PAUITY FAVOIJES PREMIUM ON FORWARD DOLLAR 

The tendency of the forward dollar during 1935 and 1936 
deserves special attention. The fact that, from February 1935 
onwards, the forward dollar was at a premium, and that at times 
its premium was as wide as 2 c. for three months, was regarded by 
many people as highly anomalous, and even some experts were 
at a loss to explain it. In reality it is easily explicable on the 
basis of the theory of Forward Exchange. Interest Parities, no 
matter on what rates we base them, were throughout that 
period distinctly in favour of the dollar. Bill rates in London 
throughout the period have remained at a shade over J per cent, 
and from time to time they have risen perceptibly over per cent. 
In New Vork, on the other hand, bill rates throughout 1935 were 
I to /V • This made a difference of at least | per cent, and 

frequently of over | per cent, in favour of New York. Although 
call money rates and time money .rates in New York during 1935 
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were a shade over' bill rates, they were nevertheless very low, and. 
in any case banks abroad were no longer attracted by call money 
investment. If we compare. New York call money rates with 
London day-to-day loan rates, there remains a discrepancy in favour 
of New York of about per cent per annum. 

The discrepancy is distinctly wider if we compare the deposit 
rates granted to foreign banks in both centres. For, some inscrut- 
able reason, London banks in 1935-36 were prepared to pay some- 
thing like I to 1 per cent on tliree-months’ ■ time deposits, even 
though the re-investment of these funds in bills would have resulted 
in a loss. In New York, on the other hand, hardly any interest was 
allowed on deposits. American banks were not at all keen on 
rece,iving them, owing to the .lack of facilities .for ■ profitaMe re- 
irivestnient in a liquid form. No interest was allowed for the first 
month, and very little, if an^^thing, for subsequent months. Con-' 
sequently tlie discrepancy between London and New York deposit 
rates definitely favoured the forward dollar, to the exte,nt of over 
I per cent. Given tliese facts, a pre.mium on forward dollars amount- 
ing to between -I and. § per cent per annu,ni Avas fully justified on 
the basis of Interest Parities. 

(10) OVEIWALITATION OF FORWARD DOLLARS IN 1935-36 

Prom June to September 1935, and again toAvards the middle 
of 1936, the premium was, how’^ever, wider than the discrepancy 
between interest rates. The persistence of this oA^er valuation 
perplexed Foreign Exchange dealers and also those few economists 
aaJio take an interest in Foreign Exchange. Its consecpiences Avere 
not, however, realised adequately. The persistent and abnormally 
Avide premium on forward dollars was largely responsible for the 
repatriation of American bank balances from London, and for tlie 
transfer of British and foreign bank funds from London to NeAv 
York. And it was partly the movement of these short-term funds, 
American, British and foreign, that brought about the spectacular 
influx of gold to the United States in 1935-36. 

Admittedly, the influx of gold w^as largely the result of the 
repatriation of American refugee money and of a heavy influx of 
European refugee money. But the westward flow of bank funds 
also contributed to the buying pressure on dollars wliich led to a flow 
of gold to New York from Paris and other continental centres, and 
also from the London gold market. Had the premium on forward 
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dollars not exceeded its Interest Parities, the American baulks would 
have left their balances in London, for they had no use for the funds 
in New York. But with the increase of the premium it became too 
costly for them to cover their exchange risk by selling sterling forward 
whenever they renewed their expiring sterling deposits or sterling 
bill holdings. The cost of covering the forward exchange was higher 
than the difference between the interest rates in London and New 
York, so that it was no longer profitable for the American banks to 
keep their funds in London. 

At the same time, British and foreign (non- American) holders of 
liquid sterling assets found it profitable to transfer their balances 
from London to New York. It is true that the interest they 
obtained on dollar deposits or bills was even lower than the interest 
obtainable on sterling deposits or bills. But in covering the 
exchange risk they had to sell forward dollars, thereby benefiting 
by the big premium, which more than compensated them for the 
loss in interest yield involved in transferring funds to New York. 

(11) BUYING PEESSURE ON FORWARD DOLLARS 

But then, it may be asked, how was it that, in spite of the selling 
of forward dollars by those who transferred funds to New York, 
the premium continued and, apart from a few relapses, remained 
at an abnormally high level ? How was it that the banks in London 
and elsewhere did not transfer funds on a larger scale to take 
advantage of the profit on the operation ? The explanation is that 
there was a strong buying pressure on forward dollars which fully 
counteracted the selling caused by interest arbitrage. Moreover, 
many banks did not take an active hand unless the profit obtain- 
able on transferring funds to New York was at least per cent per 
annum. Whenever the premium on forward dollars rose to a 
sufficiently high level to afford such a profit — as it did in June, 
July and October, 1935, and June and July 1936 — the selling of 
forward dollars through interest arbitrage soon resulted in a 
relapse in the jiremium. 

What was the cause of the persistent buying pressure on forward 
dollars which, despite selling by arbitrageurs, sufficed to maintain 
an abnormal premium for some length of time ? Two main factors 
were responsible. In the first place, the spot dollar, ever since its 
depreciation in 1933-34, had been substantially undervalued 
against sterling. Most people took it for granted that in the long 
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run the sterliiig-dollar rate would decline belo'w the figure of 5* (10-5* 05, 
around which it stood for a long time during 1936. Indeed, a 
decline in the spot rate had been expected even when the rate was 
around 4*90, so that,, after the rise above 5*00, a decline was gener- 
ally considered practically certain. It was assumed that the rate 
of stabilisation would be not higher than the old paritj^ of 4*86, and 
might be much lower. As a result, nierchants and holders of 
securities were more inclined to hedge against an appreciation of' 
the dollar than against its further depreciation, whicii was considered 
unlikely. They did not mind being '' long in dollars, but took 
good care never to be “ short In consequence,, there was much 
more forward buying than forward selling of dollars by merchants 
and investors. .While there was no actual bull speculation in 
dollars against sterling, in practice this one-sided covering against 
exchange risk produced the same result. The second important 
cause of the fi.rni undertone of forward dollars was tlie practice 
of selling foiavard francs against forward dollars in tlie London 
market. Many speculators who expected a devaluation of the 
franc were anxious to limit their risk. If tliey sold, forward 
francs against forward sterling, they were exposed to tlie 
risk of. a recovery of spot francs against spot sterling, d'f, on the 
other hand, they sold forward francs against forward dollars, their 
risk was restricted to the amount of the discount on forward dollars, 
plus the difference bet^veen the gold points of the franc-doliar 
exchange. It was realised that the depreciation of the spot dollar 
against sterling was largely an indirect consequence of the %veakness 
of the franc, and that the moment the franc was devalued the dollar 
was bound to recover against sterling. For this reason, the profit 
prospects were larger if francs were sold against dollars than they 
were for sales against sterling. 

It was for tliese reasons that the premium on forward dollars 
was so persistent. If the big banks — -who, after all, control most 
of the liquid funds— had been prepared to engage in active interest 
arbitrage for a profit smaller than | per cent per annum, tlieir 
operations would have kept the premium nearer to the Interest 
Parities. After the devaluation of the franc, the expectations of the 
market materialised. The spot dollar appreciated in relation to 
sterling to the extent of over 3 per cent, while at the same time the 
premium on the forward dollar contracted. At about | c. for three 
months it was more or less around its Interest Parities, From time 
to time the anticipation of a further appreciation of the dollar 
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against sterling led to the slight widening of the premium, but it- 
remained well within its transfer points. 

I have dealt at some length with the recent tendencies of the 
forward dollar, for it provides a valuable illustration of the applica- 
tion of the theory of Forward Exchange in comparatively normal 
conditions both between two free markets and between incon- 
.vertible currencies. 










CHAPTER XXX 


THE FORWARD FRANC 

(1) LIMITATIONS OF ARBITRAGE WITH PARIS 

The difficulty of janding what interest rates should serve as the 
basis for reckoning Interest Parities is even greater in the case of 
the franc than in the case of the dollar. The market rate of dis- 
count is in Paris e ven less representative of the tendencies of interest 
rates than it is in Ncav York ; and while in the latter centre there 
is the alternative choice of basing the Interest Parity on the call 
money rate, in Paris there is no particular quoted rate which can 
be regarded as especially important from tlie ]3oint of view of 
interest arbitrage. The rate cliai'ged on pensions of Boris de la 
IMfense Nationale is unquestionably the most representative in the 
Paris market, but it has relatively little meaning for arbitrageurs 
abroad. The latter have to depend upon deposit rates to a much 
larger extent than they do in arbitrage with London or even New 
York, and since the deposit rates are largely a matter of negotiation 
and are not quoted regularly, they cannot be used for calculating 
Interest Parities. For this reason the discount rate parities must 
be depended upon, however unrepresentative they may be. 

During a large part of the post-w^ar period the Paris money 
market was not free, so that arbitrage with Paris W'as not alw’^ays 
as smooth as it w-as hetw^een London and New York. Moreover, 
the custom of covering balances abroad was not so general in Prance 
as it is either in Great Britain or in the United States. In the circum- 
stances, Interest Parities naturally did not play such an important 
part in connection with the forward sterling-franc rate as they did 
in connection with the forw^ard sterling-dollar rate. Nevertheless, 
as the franc chart opposite page 286 shows, there has been a re- 
markable degree of sympathy between the movements of the 
forward franc and those 'of its Interest Parity, except during 
periods of acute crisis. 
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(2) MISLEADING THEOBIES 

The speculative factor has played a more important part in the 
history of the forward franc than in that of either forward sterling 
or the forward dollar. To begin with, the same factor which caused 
the gross overvaluation of sterling in relation to the dollar during 
the early post-war dealings in Forward Exchange also caused a gross 
overvaluation of the forward franc — in relation to sterling until 
about the middle of 1921, and, more especially, in relation to the 
dollar until about the beginning of 1922. The general public, the 
markets, and even experts, refused to regard the depreciation of 
the franc as being anything but temporary, and the forward 
franc expressed this anticipation of eventual recovery. The Pur- 
chasing Power Parity theory as expounded by Professor Cassel was 
largely responsible for the misconception which caused the Forward 
Exchanges of all the former European belligerent countries to 
become heavily overvalued during the first few post-war years. 
The theory which Professor Cassel popularised was that an under- 
valued currency is bound to return eventually to its Purchasing 
Powder Parities. He did not make it sufficiently plain for the man- 
in-the>street that equilibrium can be restored also tlirough an 
adjustment of Purchasing Power Parities to exchange rates. His 
teachings conveyed the impression that an undervalued currency 
is likely to appreciate. This is certainly not what he meant, but, 
having omitted to lay stress on the reciprocal character of the 
relations between price levels and exchanges, he and his followers 
were largely responsible for the popular misinterpretation of his 
theory. 

In addition, there were large numbers of people in every country 
who went even further. They were firmly convinced that sooner 
or later all exchanges would come back to their old pre-war Mint 
parities. It is thus no wonder that in most depreciated currencies 
there was bull speculation on a large scale. The result w^as a heavy 
premium on the Forward Exchange, although the real position 
and prospects would have warranted a discount. It was only when 
the markets began to realise the futility of expecting a recovery 
that the bull positions were liquidated and bear positions were 
created. 
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(3) FLUGTtTATIOXS DXJRING- 1921-23 

In tlie case of France, the unwarranted optiiiiisiii about tlie 
prospects of the currency disappeared earlier than in the case of 
some other continental countries, owing to the huge expenditure 
on the reconstruction of devastated regions, the realisation of the 
difficulties of collecting reparations from Germany, and also to fears 
that sanctions against non-payment of reparations might be applied 
by the French Government. While in 1920 and early .in 1921 the 
premium on the forward franc in relation to .sterling was at times 
as wide as 6 per cent per annum, during the second and th.ird 
quarters of 1921 the premium gradually disappeared and gave way 
to a discount. In the case of the franc during this period it is im- 
possible to observe any connection between the fluctuations of the 
spot rate and those of the forward rate. 

Towards t,he end of 1922 wholesale inflation in France 
and the reduction of the Bank rate in London witliout a corre- 
sponding change in Paris, together witli the antici,pation of the 
Ruhr occupation, resulted in a rising trend in tlie discount on 
forward francs, wliicli in relation to sterling widened momentarily 
above 4 per cent per annum in November. Tlie for'ward franc ap- 
proached its discount rate parity during the second half of 1 922 and 
the first quarter of 1923, and became undervalued during tlie second 
quarter, but during the second half of the year the discount rate 
parity more or less adjusted itself to the forward rate. Throughout 
this period the spot rate continued to depreciate, but the forward 
rate, though at a moderate discount, was, if anything, .sliglitiy over- 
valued. Although the Ruhr occupation caused forward francs to 
be at a discount throughout 1923, it was not until the beginning 
of 1924, when a wholesale speculative attack was launched in the 
forward market, that the overvaluation of the forward franc gave 
%vay to gross undervaluation. This speculative attack, and the 
method employed by M. Poincare to defeat it, constitute a very 
interesting chapter in the history of Forward Exchange, and 
deserve to be discussed in detail. 

(4) THE UEEAT SFECULATIVE ATTACK 

The attack began in November 1923,- when it was noticed that 
forward francs were being sold heavily in Amsterdam on German 
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acooiint. The wave of selling soon spread to London, and before 
very long selling was in progress in every market from Vienna to 
Buenos Aires. The speculative activity was not by any means 
confined to sales of forward francs. To a large extent it took the 
form of borrowing francs and selling them for immediate delivery. 
In fact, to quite a considerable degree speculators were selling spot 
francs — which were, of course, due to be delivered in two days, 
according to the usage — in the hope that on the day of the delivery 
they could cover their sales at a profit. It was not until the French 
authorities took steps to discourage the granting of credits to 
foreign borrowers that the activity of bear speculators became 
focussed upon the forward market. 

In January 1924 the forward franc was still at a quite normal 
discount and was at par in relation to the dollar. It was only in 
February that the widening of the discount in relation to both 
sterling and, to a less extent, dollars, indicated a rapid development 
of the huge bear position. On March 1 the discount on the forward 
franc in relation to sterling was 4-20 francs for three months. A 
week later the figure was 10 francs. Meanwhile the spot franc, 
which was at 85 to the £ at the beginning of the year, depreciated 
from 103-40 francs on March 1 to 117 francs on March 8. While 
on previous occasions such a movement had caused a contraction 
of the discount in consequence of bear profit-taking in anticipation 
of a recovery, this time the discount continued to widen. It 
became practically prohibitive to all but the most reckless gamblers 
to sell forward for three months, though it was still comparatively 
cheap to sell forward for short periods. Foreign banks made 
desperate efforts to overcome the difficulty of borrowing francs. A 
Swiss bank, for instance, published an advertisement offering 6 per 
cent interest for three-months’ deposits in French francs.^ Possibly 
in this and many other instances the francs were required not for 
the purpose of speculation by selling short, but for the purpose of 
interest arbitrage, which was becoming increasingly profitable. 

(5) M. POIXCAE^l’s BEAB SQUEEZE 

The speculative campaign attained its climax on March 11, 
when the franc touched 120. Then followed one of the most 
memorable recoveries in the history of Foreign Exchange. It began 
with rumours of the conclusion of credits abroad. These rumours 

^ Joan Casamajor, MarcM it term dm changes en P’ranoe, p. 122. 
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were siibsec|tieiitly confirmed by the annomicerneiit that a British 
banking group, headed by Hazard Brothers & Co., had granted the 
French Government a credit of £4,000,000 and a few hours later an 
American banldng group headed by J. P. Morgan & Co. had granted 
a credit of $100,000,000. The banlrs acting as agents for the 
French Government began to buy francs heavily in an over-sold 
market. Before very long francs became practically miobtainable. 
When speculators realised that the game was up, many of them 
tried frantically to cover their short positions at ail costs. 

During the first few days that followed the turn of the tide, 
many bears whose franc commitments were falling due made 
desperate efforts to renew their positions, for it wms believed that 
the foreign credits would be exhausted soon and the franc would 
then resume its fall. Consequently, the discount remained wide 
for some days, and it w^as not until the last w^eek of March that it 
began to contract rapidly. that time many speculators had 
given up hope of avoiding having to cover at a loss, and, to judge 
by the recovery of the spot rate as well as the contraction of the 
discount on the forward rate, the extent of bear covering must have 
been substantial. The process of bear covering continued through- 
out April, and by the end of the month the spot rate was under 68 
and the forward discount had declined to about 60 c. for three 
months. Even at that rate, however, it was undervalued compared 
with its discount rate parity, which shows that many bears still 
refused to cut their losses and were carrying their positions. 

Theii’ views of the temporary nature of the recovery were justi- 
fied by subsequent developments. Following upon the defeat of 
M. Poincare at the General Election, the franc became distinctly 
weaker, and by the end of May it was once more over 84 to the £. 
At the same time the discount on forward francs had again widened 
to abnormal figures. 

(6) SHORT-LIVED VICTORY 

This experience showed that, even though a bear squeeze can be 
temporarily successful, especially through the restriction of credits 
to foreign borrowers, if it is undertaken with relatively moderate 
resources in face of an adverse fundamental position it eamiot hope 
to produce lasting results. In 1924 the French budget was 
hopelessly unbalanced and inflation was bound to continue. In 
the circumstances, it was impossible, 'in the absence of any genuine 
effort do restore equilibrium, 'to expect that the recovery of the 
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franc would prove permanent. Moreover, the whole operation 
was undertaken, not as part of a well-conceived scheme of financial 
reconstruction, but in a vuidictive spirit as a punitive action against 
the wicked speculators. It was for this reason that M. Poincare 
forced the bear squeeze to the point at which the spot franc actually 
became overvalued, and at which, therefore, French trade became 
handicapped. His whole attitude towards bear speculators was 
similar to his attitude towards Germany, which culminated in the 
occupation of the Ruhr. In both instances M. Poincare succeeded 
in inflicting a severe blow on his opponents, and in both instances 
his short-lived satisfaction with the result had to be paid for 
dearly by France. The part played in M. Poincare’s bear squeeze 
by the official measures of credit contraction is discussed in detail 
in Chapter XL. Undoubtedly, the bear squeeze through inter- 
vention by means of foreign credits would not have resulted in even 
a temporary victory had it not been preceded by an embargo on 
credits to foreign borrowers, an embargo which forced speculators 
from the loan market to the Foreign Exchange market, exposing 
them to the mercy of the authorities. 

In the two years from the advent of M. Herriot in June 1924 to 
the second great climax of the franc in July 1926, adverse pressure 
on the forward franc was persistent but varied in intensity. The 
discount on forward francs fluctuated widely, and was generally 
hopelessly out of touch with its discount rate parity. From 
August to October 1924 the discount on forward francs contracted 
sharply, declining slightly below discount rate parity, but before 
the end of that year it widened once more, and again lost touch with 
its Interest Parities. Throughout 1925 the speculative undervalua- 
tion of the forward franc continued, though towards the middle of 
that year the depreciation of forward sterling, following upon its 
return to its old gold parity, was reflected in a sharp contraction of 
the discount on the forward franc, stimulated also by a downward 
movement of the Interest Parity. 

(7) THE CLIMAX OF 1926 

During 1926 the sweeping attack of 1924 was repeated, with even 
more spectacular results. The -spot franc depreciated on July 20, 
1926, to 240, exactly twice the' figure of its worst rate in 1924. At 
the same time the discount on the forward franc was 11 francs for 
one month, 18 francs for two months and 25 francs for three 
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iiioiitlis. At this stage, M. Poincare took , cliarge once more. He 
repeated his tactics of 1924, this time without the aid of foreign 
credits. . Having learnt his lesson, he took great care not to. repeat 
the mistakes of two years ago. Instead of re.lyi,iig upon external 
assistance, he set about improving the fimdaniental financial 
position of France. Moreover, this time he abstained from over- 
doing the bear squeeze. 

Although t,here w&s an instantaneous recovery of both the spot 
and the forward franc from their July 20 levels, it took some time 
for the market to realise that this time the improvement would be 
of a lasting natu,re. While the spot rate recovered to 174 francs 
.by the end of September, the t.hree-montlis’ discount was still in 
the vicinity of 10 francs. It was. not until the end of October that 
t.he forward .franc showed a tendenc}^' to return to its normal level, 
and it was not' 'until the middle of Marc.h. 1927 that the discount 
for three months co'uld. be quoted o'nce more in centimes instead of 
francs. In .April, liowever, th.e discount disa-ppeared altogether 
and gave '^ray to a 'premium. Long be.fore tli.at tlie spot rate had 
appreciated to the vicinity of 124, at which, level it remained 
throughout the period of pre-stabilisation, a,nd at W'h.ic,h it was 
eventually stabi.lised. 

During March 1927 the forward rate re-established contact with 
its discount rate parity. It remained, however, out of touch with 
its Bank rate parity, for the simple reason that the French authori- 
ties were relucttant to bring the Banlc rate into line wth the decline 
of bill rates. Until December 1927 the French Bank rate remained 
at 5 per cent, even though, the market rate of discount in Paris 
declined to around 2 per cent by the middle of that year. Heedless 
to say, in such, circumstances the forward rate follows the market 
rate of discount rather than the Bank rate. Indeed, by May 1927 
the forward rate, for the first time since 1924, became slightly 
overvalued compared with its discount rate parity. 

(8) 03<TICIAL FORWARD OPERATIO.NS 

From August 1927 the' forward franc came under the infl.uence 
of official Forward Exchange transactions undertaken by the Bank 
of France. A detailed discussion of these operations is to be found 
in Chapter X, XXVIII. Their object was deliberately to bring 
about an undervaluation of the forward franc, so as to make it 
profitable for French banks to. invest their liquid resources abroad, 
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and thereby relieve the Paris market of the plethora of liquid funds. 
This was not the first time that the French monetary authorities 
had operated in Forward Exchanges. At various times during 
1924-26 they intervened in the Forward Exchange market as part 
of the tactics of their defence of the franc against speculative 
attacks. Not until 1927, however, did they pursue a systematic 
forward rate policy. 

Between the summer of 1927, when the oifieial sw4p operations 
began to assume considerable dimensions, and the end of 1928, 
when these operations ceased, the forward franc was persistently 
undervalued to the extent of about | to 1 per cent per annum 
compared with its discount rate parity with sterling. Considering 
the degree of bull speculation which was undertaken throughout 
1927 and up to the date of the de jure stabilisation of the franc in 
June 1928, the forward franc would have become heavily over- 
valued if it had been allowed to take care of itself. After the 
stabilisation, the liquidation of the huge bull position would have 
led to a substantial undervaluation of the forward franc. As it was, 
throughout the period when the Bank of France was engaged in 
swap operations, the forward rate was constantly at a moderate 
premium and fluctuated within a narrow margin only. By the 
begnining of 1928 the Bank rate parity followed the decline of the 
discount rate parity, so that throughout that year the forward fi:-ano 
was slightly undervalued also in relation to its Bank rate parity. 

After the legal stabilisation of the franc, when it was no longer 
considered necessary to divert funds from Paris by causing an 
Tundervaluation of the forward franc, the discrepancy between the 
franc and its Interest Parities in relation to sterling declined to per 
cent, while the undervaluation of the franc-dollar forward rate 
disappeared altogether. As a result, the banlrs gradually liquidated 
their swap transactions, enabling the Bank of France to reduce its 
commitments. Towards the end of the year, the forward franc 
became overvalued once more, but by that time the Baixk of France 
had ceased to take an active interest in forward rates. 

(9) TJNDERVALtrATION OF THE FORWARD FRANC IN 1929 

At the beginning of 1929, when no speculative influences were 
at work in either direction, the forward rate tended to move towards 
its Interest Parities. Subsequently, however, there developed a 
rather substantial undervaluation of the forward franc. Although 
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the discount rate parity and also tire call money parity— which 
under stable monetary conditions began to play some part in 
arbitrage — would liave justified a premium in relation to 'both 
sterling and dollar, the forward franc remained in the Ticinity of 
par in relation to sterling, and at only a very narrow premimii in 
relation to the dollar. During the greater part of the last three 
quarters of 1929 the forward franc was undervalued to the extent 
of 1| to 2 i^er cent per annum in relation to sterling. It was not 
until the end of tlie year that it began to approach its Interest 
Parities. ■ 

The .fiict that the marked undervaluation of the forward franc 
in relation to sterling did not lead to a sufficient amount of arbitrage 
to correct the position was due to several circumstanees. For 
Freneli arbitrageurs the proHt of 11 or 2 per cent per annum must 
have appeared small compared wdth the much larger profit obtain- 
able on interest ai*bitrage with New York. Apart from this, 
French holders of sterling l)alances were not in the habit of covering 
the exchange risk, so that they enjoyed the benefit of higher interest 
rates in London without liaving to bear even the relatively moderate 
cost of covering the forward franc. In any case, from the middle 
of the year sterling remained almost incessantly in the vicinity of 
gold export point in relation to the franc, and as it was tlien above 
suspicion, arbitrageurs felt it unnecessary to cover the exchange 
risk. The existence of a small premium, in relation to the forward 
dollar is explained by covering operations on funds transferred to 
New York during the call money boom. 

During the first nine months of 1930, the forward franc remained 
in the close vicinity of its Interest Parities, and was in fact inclined 
to be overvalued. This was natural in view of the high degree of 
the nndervaluation of the spot franc in relation to sterling, an 
undervaluation which by that time was making itself felt to an 
increasing degree. During the last two months of 1930 and the 
beginning of 1931 the forward franc went to a discount and once 
more became iindervalued compared with its Interest Parities in 
London. This, however, was due to the abnormal conditions — 
described in Chapter XXVIII“-^ereated through the refusal of the 
Bank of France to accept gold of standard fineness. Since spot 
sterling declined considerably below its normal gold export point, 
I' and since this state of affairs was obviously temporary, it was 

I natural that forward sterling should tend to go to a premium, 

i. When this abnormal situation was terminated in January, the 
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forward franc returned to a premium, and by March it was again 
overvalued compared with its Interest Parity with sterling. 

(10) THE FORWABn ERAHC IN 1931 AND AFTER 

The behaviour of the forward sterling-franc rate during the 
crisis of 1931 has already been described in Chapter XXVIII. The 
forward franc moved more or less in sympathy with the forward 
dollar until the suspension of the gold standard in Great Britain-— 
except in so far as British official intervention in August aimed at 
the appreciation of forward sterling in relation to the dollar. But 
during the dollar scare of October 1931 the forward franc went to 
a substantial premium against the dollar. During 1932 the sterling- 
franc forward rate remained in the vicinity of both its parity with 
the spot rate and its Interest Parities, but the forward franc-dollar 
rate was most of the time at a big premium, owing to the dollar’s 
inherent weakness. This premium widened considerably, of course, 
during the American crisis of 1933 and during the depreciation of 
the dollar at the end of that year. Throughout this period the 
movement of the forward franc mainly reflected the tendencies of 
the forward dollar. 

It was not until 1934 that causes peculiar to the franc itself once 
more predominated. The February riots were accompanied by a 
sharp increase of the discount on the forward franc, which for 
several months lost touch with its Interest Parities. The apparent 
success of M. Doumergue’s Government in its efforts to improve 
conditions resulted, however, in a sharp recovery of the forward 
franc, which during the second half of 1934 went to a premium 
in relation to both sterling and the dollar. 

From the beginning of 1935 the forward franc went to a discount 
and it has remained at a discount until the time of writing. From 
time to time the discount has assumed spectacular dimensions, and 
apart from one occasion in the autumn of 1935 the rate has remained 
entirely out of touch with its Interest Parities. Its gross under- 
valuation was in accordance with the rules of the Purchasing Power 
Parity theory of Forward Exchange, These rules were discussed 
in Chapter XXII and were there illustrated mainly by the recent 
experience of the forward franc. This experience also provides an 
excellent example of the reciprocal character of relations between 
Interest Parities and forward- rates, discussed in detail in Chapter 
XXI. The gross undervaluation of the forward franc compared 
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f witli its Interest Parities was partly responsible for the increase 

I ' in French money rates which took place in May and November 

I 1935 and again in' May and September 1936. This period also 

provides excellent examples of the relations between long and 
short forward rates, discussed in Chapter XXVI. To avoid dupli- 
cation, I must refer the reader to these chapters. Beyond doubt, 
the glaring anomalies that arose during 1935 and 1936 in connec- 
tion with the movements of the forward franc have contributed 

largely to the increased interest taken in the broader aspects of 

Forward Exchange. 

!, 

I 

I 


i 





CHAPTER XXXI 


THE FORWARD MARK 

(1) THE EABLY POST-WAB PEBIOD 

The collapse of the mark in 1923 divides the history of the German 
Forward Exchange into two quite distinct periods, separated by a 
gap of over a year in which there were no legitimate forward 
dealings whatever in German currency, and for which no quotations 
of forward rates are available. Both periods are exceedingly inter- 
esting, though for totally different reasons. During the period 
before September 1923, the movements of the forward mark pro- 
vided an interesting example of the effect of advanced inflation 
upon the Forward Exchanges. The course of the forward reichs- 
mark during the second period, from 1924 onwards, provides illus- 
trations of the movements of forward rates in a borrowing country 
in conditions of monetary stability. In following the course of the 
forward mark and the forward reichsmark, it ought to be borne 
in mind that arbitrage has always been highly developed in Ger- 
many ; possibly even more so than in London, New York or Paris. 

As we saw in Chapter VIII, it was not until the first half of 1920 
that the practice of the Reichsbank, and of other banks, of quoting 
insurance j)remiums against exchange risk was followed by the 
development of a properly organised forward market in Berlin. 
Throughout 1920 and 1921, and until the middle of 1922, the forward 
mark was at a premium in relation to sterling, the dollar and the 
PYench franc. To begin with, the premium was to some slight 
extent theoretically justified by the fact that, while the German 
Bank rate wbs maintained at 5 per cent until July 1922, during 
1920 and part of 1921 the Bank rates in London and New York 
were considerably above that figure. Tliis, however, does not mean 
that a premium on the forward mark was justified also on the basis 
of discount rate parities. For obvious reasons, the German Bank 
rate, at 5 per cent, was purely nominal, and market rates of dis- 
count were well above that figure. In any case, while the maximum 
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discrepancy between Bank rates was 2 per cent in favour of 
Germany, towards the middle of 1920 the premium on forward 
marks was at times as high as 8 per cent per annum, and during 
1921 it occasionally rose to the vicinity of 15 per cent per annum. 
It remained abnormally high even when the spot rate began 
rapidly to depreciate — the sterling-mark rate rose from around 240 
during the first quarter of 1921 to about 1200 in November, though 
it recovered to 770 in December. When this depreciation movement 
reached its climax, the premium on the forward mark was around 
4 per cent per annum. Early in 1922 it was slightly higher, but 
subsequently it began to decline. When in May and June it be- 
came evident that the mark was undergoing a non-stop depreciation, 
the premium ran out, and by the time the spot rate reached 1500 
the forward mark went to a discount. 


(2) UKWARBANTED OPTIMISM 

In the light of subsequent events, it may appear incompre- 
hensible that there could be a premium on the forward rate of a 
currency which was so obviously doomed. It should have been 
evident to everybody that, owing to the excessive burden of re- 
parations which were far beyond Germany’s capacity to transfer, 
to the weakness of the German Government, and to the prospects 
of military sanctions on the part of France, the mark had absolutely 
no chance of avoiding collapse. For this reason the forward mark 
ought to have been at a discount — and a very substantial discount at 
that — from the very outset. The reason why it nevertheless remained 
for a long time at a premium, was the same as that which caused 
the forward franc, the forward lira and the forward Belgian franc 
to remain for a long time at a premium in relation to both sterling 
and the dollar. The world simply refused to beheve that all cur- 
rencies would not sooner or later return to their pre-war parities. 
Even when the mark was tumbling down fast and the sterling- 
mark rate was quoted in six and seven figures, there were naive 
people wdio bought mark notes in the hope that tlirough their 
appreciation to pre-war parity they would become millionaires in 
pounds one day. 

The Foreign Exchange market saw the danger signal earlier 
than the general public, but even otherwise shrewd dealers took a 
long time to realise that the mark was doomed. The mark was 
grossly undervalued compared with its Purchasing Power Parities, 
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and the belief that nndervalned exchange rates are bound to return 
to their Purchasing Power Parities played an even more important 
part in the case of the mark than it did in the case of the franc, 
in causing the Forward Exchange to be grossly overvalued com- 
pared with its Interest Parities. The fact that from time to time 
the spot mark underwent a temporary but substantial recovery 
encouraged the belief that sooner or later it would definitely improve. 

The reason why the overvaluation of the forward mark during 
that period was not even more pronounced was that the premium 
was substantially reduced by interest arbitrage operations. So soon 
after the war, very few foreign arbitrageurs would have dared to 
risk their money by transferring it to Berlin, but owners of German 
refugee funds in Amsterdam and elsewhere, anxious both to eat 
their cake and keep it by safeguarding themselves against the de- 
preciation of the mark and at the same time benefiting by the 
high interest rates prevailing in Germany, lent their funds to the 
German market by buying spot marks and covering the Forward 
Exchange. But for these operations, which were on a fairly large 
scale, the results of the unwarranted optimism about the prospects 
of the mark would have been even more fantastic. 

(3) THE COLLAPSE OF THE MARK 

Once the market realised how utterly hopeless the outlook for 
the mark was, the depreciation of the spot rate was accompanied 
by a rapid though not uninterrupted increase of the discount on 
the forward rate. At one time, in November 1922, the discount 
widened to over 250 per cent per annum ; by the end of the year 
it was down, however, to the relatively moderate figure of 50 per 
cent. But in 1923 the discount began to assume spectacular 
dimensions. While during the earlier stages of inflation, the 
market had been guilty of excessive optimism about the prospects 
of the currency, at this stage it began increasingly to anticipate the 
further progress of the destructive process. It became difficult to 
obtain any quotations for three months, while the rate for one 
month reached 1,000,000 marks towards the middle of July. On 
August 4, when the spot mark was 5,200,000 to the £, the discount 
on the forward mark was no less than 5,000,000 for one month, 
which is equivalent to about 1150 per cent per annum. On 
September 1, when the spot mark was 45 millions to the £1, the 
quotation of the forward mark was 20 millions for one month. 
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After that date, the rates became subject to negotiation, while from 
the end of September the forward market in marks ceased to exist. 

According to Mr. Keynes,^ these fantastic forward rates were a 
reflection of the sensational rate of interest for short loans current 
inside Germany. It would be difficult, however, to try to establish 
any link between internal rates and forw’-ard rates once the collapse 
had assumed a panic-like character. Both rates were but the mani- 
festation of the desperate flight from the mark, and amidst the 
confusion and demoralisation prevailing, discrepancies that un- 
doubtedly existed between them lost all theoretical meaning. 

(4) FORWARD DEALINGS AFTER STABILISATION 

In 1923 all Forward Exchange dealings in Germany were pro- 
hibited except buying and selling forward in foreign currencies 
against each other. It was not until late in 1924, after the stabilisa- 
tion of the currency and the establishment of the reichsmark, that 
Forward Exchange business was resumed. Meanwhile, a certain 
amount of highly speculative dealing took place in occupied terri- 
tory, especially in Cologne, where the success of Dr. Schacht’s 
stabilisation was not trusted and forward marks remained at a wide 
discount. It was by repeating Count Witte’s tactics of 1894 that 
Dr. Schacht, by creating a scarcity in marks, compelled bears to 
cover at a heavy loss. After this lesson the speculative fever 
subsided. 

When forward dealings in reichsmarks were resumed, under the 
new currency regime, early quotations reflected the wide discrepancy 
between interest rates in Germany and abroad. Towards the end 
of 1924, the forward reichsmark was at a discount of some 4 per 
cent per annum, but early in 1925 the discount contracted. The 
forward reichsmark was all this time more or less overvalued com- 
pared with its BanJ^ rate parity, its discount rate parity and, more 
especially, its call money rate parity. 

(5) THE FORWARD REICHSMARK OVERVALUED, 1926-28 

During 1926 a high degree of contact was established between 
the forward reichsmark curve and that of its discount rate parity. 
Early in the year the discount was about 1| per cent, which corre- 
sponded to the discrepancy between bill rates in London and 
^ A Tract on MoneiaTy Reforniy p. 120. 
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Berlin. By the middle of the year this discrepancy declined to a 
purely nominal figure, while the Banlc rate in London was raised 
to the level of the German Bank rate. For some months during 
that period the forward reichsmark moved round its parity with 
the spot reichsmark. Birring 1927 the curve of the forward reichs- 
mark and those of its discount rate parity and Bank rate parity 
again moved in parallel to a remarkable degree. As and when the 
discrepancy between interest rates in London and Berlin widened, 
the discount on the forward reichsmark widened too. During the 
last two months both were in the neighbourhood of 2| per cent per 
annum, which was exactly the figure of the discrepancy between 
the British and German Bank rates. It ought to be borne in mind, 
however, that in Germany, in consequence of the prevailing scarcity 
of funds, interest rates were inclined to remain over rather than 
under the Bank rate. Rates allowed on foreign deposits — especially 
on reichsmark deposits — were above bill rates in Berlin. Thus, if 
the forward reichsmark rate was more or less at its discount rate 
parity in relation to sterling, it was most of the time overvalued 
compared with its deposit rate parity, which, from the point of view 
of arbitrage, was more important than the discount rate parity. It 
should be noted, too, that the forward reichsmark-dollar rate was 
overvalued even m relation to its discount rate parity. 

During 1928 the forward reichsmark also became considerably 
overvalued compared with its discount rate parity in relation to 
sterling. This overvaluation continued during the early part of 
1929, though towards the middle of that year the forward reichs- 
maik adjusted itself to some extent to its Banli rate parity. 

(6) OVERVALUATION OF REIOHSMAEK EXPLAINED 

This persistent overvaluation of the reichsmark during a pro- 
longed period requires some explanation. All the known factors 
appear to have been working in the opposite direction. Germany 
was borrowing abroad heavily in the form of short-term credits. 
Whether these operations assumed the form of borrowing by German 
banks in foreign currencies or of lending by foreign bardis in the 
form of reichsmark deposits, they involved a selling pressure on 
the forward reichsmark. 

Nor can the overvaluation be attributed to any official manipu- 
lation by the Reichsbank, for Dr. Schacht was opposed to any 
foreign borrowing aird would not have stimulated it by overvalua- 
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tion. Indeed, in 1926-27 it was the Reichsbank’s declared , policy 
to discourage short-term borrowing abroad.^ The practical result 
of the overvaluation of the reichsmark was, of course, an influx of 
foreign short-term funds, rendered profitable by the discrepancy 
between the forward mark and its Interest Parities. It was during 
that period that the swap and deposit business assumed particularly 
large proportions. 

The explanation of the overvaluation of the reichsmark lies in 
the fact that there was a persistent buffing of forward reichsmarks 
ill connection with long-term borrowing abroad. Whether some 
of the proceeds of foreign loans were left abroad, or whether they 
were repatriated as ancl when the calls became due, it became a 
widespread practice to buy forward the reichsmarks requirgd. 
This was only natural, for although forward reichsmarks were over- 
valued, they were almost incessantly at a discount in relation to 
sterling, and especially in relation to the dollar, so that, unless the 
reichsmark was at gold import point, or unless the German bor- 
rowers took a strong view about the likelihood of its depreciation, 
they considered it advantageous to buy forward reichsmarks 
instead of spot. Thus, long-term borrowing abroad stimulated 
short-term borrowing abroad, through its effect on the forward 
rates. 

(7) EFFECT OF BOOM AND SLUMP 

Apart from a few brief intervals, the conditions described above 
also prevailed in 1929, though not to the same extent as in the 
previous year. As a result of the increase of the Bank rate in 
London in February, the sterling-reichsmark Interest Parity moved 
in favour of Germany and the forward discount declined to an 
unusually low figure. When, during the spring, the spot reichsmark 
touched gold export point, and the German Bank rate was raised 
to 7| per cent, the discount widened to the vicinity of its Bank rate 
parity, with the result that the forward reichsmark was actually 
beyond gold export point. In June, however, when the deprecia- 
tion of sterling brought the spot rate back to gold import point, 
the discount was inclined to widen for a while. After the increase 
of the London Bank rate in September, the forward reichsmark 
touched for a short while its Bank rate parity with sterling. It 

^ Report of the Sub -committee on Currency, Credit and Finance of the Com- 
mittee appointed for the Investigation of German Trade Conditions {Berlin, 1929, 
E. S. Mittler & Sohn), p. 76. 
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remained, however, more or less overvalued in relation to its 
discount rate parity. During the last quarter of 1930 Interest 
Parities moved against Germany and the forward rate adjusted 
itself to a large degree to those Parities. This was due to the 
wave of pessimism which followed the successes of the National 
Socialists at the General Election. 

During the first five months of 1931 the forward reichsmark 
substantially became overvalued in relation to sterling, though not 
in relation to the dollar. In June, the Central European crisis 
resulted in heavy withdrawals of American funds from Germany, 
and the spot reichsmark quickly fell to its gold export point. Con- 
sequently the forward rate went to a nominal premium for a very 
shgrt while, but fears that the Reichsbank would not be able to 
maintain the gold parity led shortly to a discount, which had 
widened to the neighbourhood of 10 per cent per annum by the 
middle of July, when the crisis reached its climax. 

The moratorium of July 13, and the subsequent exchange re- 
strictions, brought the German Forward Exchange market virtually 
to an end. Even though the reichsmark continued to be dealt in 
for forward delivery in foreign centres, the rates were a matter of 
negotiation. Dealing was not easy, since foreign banks were 
anxious to avoid increasing their reichsmark balances and they 
were not, of course, allowed to overdraw their accounts with 
German banl^s. In the circumstances, the rates from time to time 
quoted for forward deals in reichsmarks were of little significance. 
During the autumn of 1931 the anticipation of an early devaluation 
of the reichsmark resulted in a widening of the forward discount 
to the neighbourhood of about 75 per cent per annum. Sub- 
sequently, however, when it became evident that the Reichsbank 
meant to hold out, business was done on the basis of rates much 
more favourable to Germany. 
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CHAPTER XXXII 


THE FORWARD LIRA 

(1) AN INADEQUATE MARKET 

Hitherto we have been dealing with centres which possessed a 
more or less developed money market, where the art of arbitrage 
had reached a high stage of development. The position is different 
in Italy. The open market for bills in Milan is practically non- 
existent, and the rates quoted are nominal. Call money rates are 
not quoted at all. Notwithstanding the highly developed Italian 
banking ‘system, throughout the post-war period there has always 
been a certain reluctance on the part of Italian banks to make full 
use of their technique for the purpose of arbitrage and Forward 
Exchange business. Ever since the war there has been almost 
constantly a restriction — official or unofficial— on Forward Ex- 
change dealings in Italy. During the period between the stabilisa- 
tion of the lira in 1927 and the crisis of 1931 the Forward Exchange 
market was nominally free, yet the leading banks did not feel at 
liberty to undertake transactions which they thought might be 
viewed with disfavour in official quarters. For this reason, the 
market in the forward lira developed mainly abroad, while in Milan 
dealings in Forward Exchange were never quite as active as the 
relative importance of the lira among the world’s currencies would 
have warranted. 

The fluctuations of the forward lira, therefore, can hardly pro- 
vide really representative examples of the working of the principles 
of Forward Exchange theory. It is nevertheless worth while to 
follow the vicissitudes of the forward lira, from the origin of dealings 
after the war until dealings were suspended in 1935 in connection 
with the blocking of foreign lira balances. Such a study affords 
some interesting examples of the behaviour of Forward Exchanges 
in an inadequate market, as well as examples of official interven- 
tion. 
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( 2 ) ABNOBMAL PEEMIUM 

During the early post-war years the tendency of the forward 
lira bore much similarity to that of the forward franc or the forward 
mark. Throughout 1920 and 1921 the forward lira was at an 
abnormally wide premium. At times this premium rose above 
10 per cent per annum. Until the second quarter of 1921 this 
appears to have had theoretical justification to some slight extent, 
owing to the fact that the Bank of Italy did not follow the Bank of 
England and the Federal Reserve Bank of New York in raising its 
rediscount rate. In practice, however, as in the case of Germany, 
the discount rate parity was less in favour of Italy than the Banic 
rate parity. In any case, the lower Bank rate in Italy justified only 
a fraction of the wide premium on the forward lira. For the rest, 
it was due to the same factor as was responsible for the big premium 
on the forward reichsmark, and for the smaller but none the less 
substantial premium on the forward franc during the same period. 
The spot lira was depreciating, and most people considered its 
depreciation temporary. 

When the first spell of depreciation was approaching its climax 
in January 1921, the spot sterling-lira rate rising to over 108, 
the forward lira went to par for a brief period, but recovered 
promptly to a wide premium. On this occasion the speculators 
proved to be right, for by the middle of the year the spot rate was 
down to 72 . All the time the forward premium remained abnormally 
wide. In July, however, when the spot lira began to depreciate 
once more, the premium on forward lira contracted considerably, 
and remained relatively narrow for the rest of the year. The spot 
rate depreciated to over 100 by October, and remained between 
90 and 100 until the end of January 1922, when anticipation of 
another recovery caused the premium on the forward lira to 
widen. 

Once more the instinct of speculators proved to be right. 
Simultaneously with the recovery of the spot lira, the j)remium 
on the forward lira contracted, and this tendency continued for a 
while after that of the spot lira had reacted. In June and July 
1922, the forward lira for the first time went to a moderate dis- 
count. From September onwards, however, it was once more at 
a premium, where it remained, irrespective of the fluctuations of 
the spot rate, for the rest of the year and 1923. From time to time 
the premium widened to somettog like 4 per cent per annum, but 
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the spectacular figures of earlier years were never reached again. 
AE this time the discount rate parity would have justified a dis- 
count on forward lire amounting to 2|- to 3|- per cent per annum 
in relation to sterling, and to 1 J to 2|- per cent per annum in relation 
to the dollar. In 1924 the premium on the forward lira contracted 
further, and in May and June it went to a discount for a few weeks, 
but for the rest of the year it was quoted at a premium which 
continued and even widened at times during the first half of 1925. 

(3) A PARADOXICAL SITUATION 

Throughout this period, with the exception of 1920 and the 
first half of 1921, Interest Parities were strongly adverse to Italy 
and would have justified a fairly substantial discount. Needless to 
say, the gross overvaluation of the forward lira resulted in a certain 
influx of foreign funds for interest arbitrage. At times such opera- 
tions were abnormally profitable, but in spite of this they were not 
done on a sufficiently large scale to reduce the premium on the for- 
ward lira to more normal proportions. Mr. Ke 3 mes was under the 
impression that this was due to a lack of understanding of For- 
ward Exchange by bankers and other holders of liquid funds. ^ In 
fact, it would be more correct to attribute it to the unwillingness 
of banks abroad to invest funds in Italy. It will be remembered 
that until the end of 1922 internal political and economic conditions 
in Italy were anything but stable. Even' the substantial profits 
due to the premium on the forward lira and the high interest rates 
in Italy were not sufficient to induce foreign banks to invest in 
Milan more than a small fraction of their resources. To some extent 
distrust in internal conditions in Italy was overcome by the arrange- 
ments made by certain Swiss affihates of Italian banks to accept 
lira deposits in Switzerland, but even so the volume of interest 
arbitrage operations remained moderate, for it was feared that any 
major disaster in Italy might affect the position of the foreign 
associates of the Italian banks. 

The situation was indeed paradoxical. While there was ex- 
cessive optimism about the prospects of the Italian exchange, there 
was excessive pessimism about internal political and economic 
conditions and their possible repercussions upon Italian banks. 
As if the lira could possibly have appreciated amidst an internal 
political upheaval or a general banking crisis ! The contradiction 

1 A Traci on MopMary Beform, p. 130. 
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is, however, more apparent than real. It was the speculators who, 
through their optimistic views about all depreciated and under- 
valued currencies, caused the appreciation and overvaluation of the 
forward lira. And it was the banks who, owing to their distrust in 
the internal conditions in Italy, were unwilling to take advantage 
of the big profit on the swap. Thus the paradoxical situation can 
be explained by the difference between the views held by speculators 
and by bankers. 

After the advent of Signor Mussolini, order and stability were 
restored, but it was some time before this was realised abroad. 
Gradually, as the foreign banks realised that there was no longer 
any need to fear major political upheavals in Italy, they began 
to transfer funds to Milan, and the profits obtainable on interest 
arbitrage declined to less abnormal proportions. 

(4) OFFICIAL INTEBVENTIOX 

Towards the middle of 1925, the forward lira went to a discount, 
and the discount in relation to sterling and the dollar remained 
almost without interruption until forward dealings in lire were 
suspended at the end of 1935. Broadly speaking, this was in 
accordance with the tendency of Interest Parities, for interest rates 
in Italy were all the time considerably higher than in London or 
New York. 

The recovery of the spot lira from 136 at the end of June to 
about 120 at the beginning of September 1925 was accompanied 
by a widening of the discount, thus showing by that time the market 
was inclined to view the prospects with pessimism. In September 
the discount was about 8 per cent per annum, and remained fairly 
high until November. During the period from September 1925 to 
May 1926, the spot rate was maintained comparatively stable be- 
tween 118 and 122 as a result of official intervention. According to 
Signor Demaria, this stability was achieved partly through official 
manipulation of the Forward Exchanges, Judging by the figure 
of the discount on the forward lira, this may conceivably have 
been the case during part of the period of relative stability, 
between November 1925 and March 1926, for the discount was 
then relatively narrow. During this period the forward lira 
became slightly overvalued compared with its discount rate parity. 
This may conceivably have attracted some foreign balances, or 
Italian balances which had sought refuge abroad against the de- 
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preciation. of the lira. At that time the Italian Treasury was, in fact, 
engaged in swap transactions, but the infonnation available about 
them is too hazy to enable us to use it as a basis of any too 
definite conclusions. The extent of the overvaluation was probably 
too slight to tempt foreign banks to invest any large proportion of 
their resources in Milan. 

From May 1926 onwards, speculation launched a violent attack 
on the French franc, and, as throughout the post-war period of 
fluctuation the three Latin currencies usually moved in sympathy, 
the lira underwent a marked depreciation. By the end of July 
the spot rate had risen above 150. This speculative activity was 
accompanied by a widening of the forward discount to abnormal 
figures. Even while the spot rate was maintained around 120, the 
forward discount had widened to over 12 per cent per annum, and 
at the end of July it was about 35 per cent per annum. Throughout 
this period and during subsequent months, intervention in defence 
of the lira against speculative attack largely took the form of 
support for the Forward Exchange. In addition, the authorities 
endeavoured to force the bears to cover, by restricting credit in 
general and lira credits to foreigners in particular. So long as the 
speculative pressure due to distrust in the lira continued, these 
methods failed, however, to produce the desired result. 

(5) PESAKO AND AFTEE 

: It was not until after Signor Mussolini’s Pesaro statement, in 
which he promised to defend the lira, that the tendency turned. 
The devices which had been applied successfully elsewhere, namely, 
the contraction of credit and reduction of the budgetary deficit so 
as to reduce the volume of spot exchange available, were successfully 
applied also in Italy. The last four months of the year witnessed a 
sharp recovery of the spot lira, and simultaneously the discount 
on the forward lira contracted. In April 1927, by the time the 
sterling-lira rate had declined below 100, the discount on the forward 
lira was once more down to about 3 per cent per annum. When 
the recovery movement attained its climax in June, the discount 
was only 1 per cent per annum. For the rest of the year it fluctuated 
between 1 and 3 per cent, which was within the range of about 1 
per cent of the Interest Parities of the lira. Considering the 
limitations of the Italian market, this may be regarded as normal, 
especially as, although the spot lira was kept stable during that 
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period, it was not until December that legal stabilisation was 
carried out. 

A few days before stabilisation, the discount on the forward lira 
widened to about 4 per cent per annum, indicating that the decision 
to stabilise the lira at about 2 per cent below the level at which it 
had been kept for the past five months did not come altogether as 
a surprise. Following upon stabilisation, the discount immediately 
dropped to about | per cent. 

(6) THE TBEIOD OF STABILITY 

Throughout 1928 the forward lira remained at a discount in 
relation to sterling, but the discount never materially exceeded 1 
per cent per annum. In relation to the dollar, the forward lira 
at times went to a premium, but this was due to the weakness of 
the forw^ard dollar. In relation to the franc the discount on forward 
lira w’-as at times between 1| and 2 per cent, but this again was due 
to the inherent strength of the forward franc. On the whole the 
forw^ard lira was inclined to be overvalued compared with its 
Interest Parities, which were still in the vicinity of 2 to 2| per cent 
per annum in relation to sterling. This should have attracted 
foreign funds, but owing to the lack of short-term investment 
facilities in the Milan market, and to the vague distrust in the 
stability of the regime, which continued abroad, the extent to which 
interest arbitrage took advantage of the discrepancy was not 
sufficient to bring about readjustment. Nor were Italian banks 
encouraged to take advantage of the discrepancy by borrowing 
abroad extensively and converting the proceeds into lire with the 
exchange risk covered. 

During 1929, Interest Parities moved in favour of Italy, owing 
to the fact that, although money rates in London and New'^ York 
were rising as a result of the Wall Street situation, this factor 
affected money rates in Italy to a relatively moderate extent only. 
At the beginning of the year the discount on the forward lira against 
sterling contracted, following the rise in the London Bank rate. 
During the second quarter the discount widened to over 1 per cent 
per annum, but during the third quarter it declined once more. 

(7) BiAE Bqvmzma ■mrmYmTiom 
In October 1929 the forward lira actually touched par for a 
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short while, owing to the fact that the spot lira was allowed to 
depreciate somewhat beneath gold export point. When it was 
found that the depreciation was rather more than a passing pheno- 
menon, the forward lira went once more to a discount. Early in 
1930 the recovery of the spot lira to the vicinity of gold export point 
was accompanied by a widening of the discount on the forward lira 
to over 1|~ per cent per annum, while towards the end of the year, 
when the spot lira actually recovered to within its gold points, 
the forward discount widened to something like 3 per cent per 
annum, showing that the market did not expect the recovery 
to be lasting. 

During this period, the Italian authorities carried out bear 
squeezing operations from time to time in the Forward Exchange 
market, and it was with this object in view that the spot lira was 
allow'ed to depreciate from time to time beneath gold export point. 
These tactics began to bear their fruit in the spring of 1931, when the 
discount on the forward lira declined once more to about 1 per cent 
per annum. At this rate^the forward lira again became overvalued, 
for until the middle of 193 1 its Bank rate parity in relation to sterling 
was 2|- to 3-| per cent, while its discount rate parity was even wider. 
From July the increase of the London Bank rate changed the 
Interest Parities in favour of Italy, but it made no difference to the 
forward lira. In fact, in the course of July and August the discount 
actually widened, and the rate became undervalued. It was only 
towards the end of August and during the first three weeks of 
September that the expectation of a fall of sterling was accom- 
panied by a contraction of the discount on the forward lira. 

(8) WEAKNESS OF FORWABD LIEA AFTER 1931 

Following upon the suspension of the gold standard in Great 
Britain, there was an acute wave of distrust in the lira, as it was 
generally taken for granted that Italy would soon follow the British 
example. While the spot lira appreciated in relation to sterling 
in sympathy mth the other gold exchanges, the discount on the 
forward lira widened to over 10 per cent per annum by the end of 
the year. During 1932 the forward rate was at times inclined to be 
even wider. The wide discount was justified on the basis of the 
Purchasing Power Parity theory of Forward Exchange as far as the 
forward sterling-lira rate was concerned. But the forward lira was 
also grossly undervalued in relation to the currencies of countries 
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whose price levels were above the Italian price level — a fact which 
is worth bearing in mind, as it indicates one of the limitations of 
the Purchasing Power Parity theory. 

After 1931 the spot lira was persistently at a heavy discount in 
relation to the gold currencies, well beyond gold export point. The 
forward rate frequently lost touch with its Interest Parities, not 
only in relation to sterling but also in relation to other currencies. 
When, during 1932, the sterling-lira Interest Parities moved against 
Italy as a result of cheaper money in London, the discount on 
forward lire actually contracted materially, and during the second 
half of the year the rate became overvalued compared with its 
Interest Parities in relation to sterling and — for most of the time-— 
also in relation to the franc and the dollar. 

(9) TENBEHCIES mjRIHG 1933-35 

During 1933 the Interest Parities moved in favour of Italy, as 
a result of the reduction of the Italian Bank rate and the fall in the 
discount rate. Apart from a sudden widening of the discount on 
the forward lira for a short while during April and May in conse- 
quence of a wave of distrust, the forward rate remained most of the 
time reasonably near its Interest Parities in relation to sterling , 
though it tended to be undervalued rather than overvalued. In 
1934 the forward lha was inclined to be weak on many occasions, 
the discount widening from time to time to 5 to 10 per cent per 
annum, even though the difference between the Bank rates in Rome 
and London w^'as only 1 per cent, and the discount rate parity was 
only 2 per cent against Italy. During this period there was a 
growing wave of distrust in the stability of the lira, as a result of 
the persistent loss of gold by the Bank of Italy. 

Following upon the adoption of stringent exchange restrictions 
at the end of 1934, the forward lira recovered for a while at the 
beginning of 1935, notwithstanding the widening of the Interest 
Parities through the increase of the Italian Bank rate. When, how- 
ever, it became evident that the lira was being allowed to depreciate 
gradually in relation to the gold currencies, the discount widened 
to abnormal proportions. Later in the year, the Abyssinian de- 
velopments increased the pessimism about the prospects of the lira, 
and betAveen July and October the discount was constantly between 
30 and 40 per cent per annum. From this level there was a recovery 
during the second half of October and in November, and the last 
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quotations before the suspension of dealings were in the vicinity 
of 16 per cent per annum. These rates, however, were purely 
nominal. When the Italian authorities decided to block the lira 
balances of foreign banks, dealings in forward lire were discon- 
tinued. 



CHAPTER XXXIII 


OTHER FORWARD EXCHANGES 

(1) THE BELGIAN FEANC 

The tendencies of the forward Belgian franc during the early post- 
war years closely resembled those of the French franc and the lira. 
During the early years the forward Belgian franc was at a premium, 
but this continued for a long time after the forward French franc 
had gone to a discount. This was due to the fact that the finances 
of Belgium were incomparably stronger than those of France. In 
spite of this, the two spot rates usually moved in sympathy, owing 
to psychological factors which appear to have affected the spot 
market much more than the forward market. Throughout 1922 
the forward Belgian franc remained at a premium, and it was not 
until August 1923 that it went to a discount. By that time the 
depreciation of the spot Belgian franc led to pessimism about the 
prospects of the Belgian currency. Early in 1924 the forward 
discount gave way to a premium for a few weeks, but simultaneously 
with the speculative attack on the French franc there was also an 
attack on the Belgian franc, and the discount widened to nearly 
10 per cent per annum. After the collapse of the speculative attack, 
the discount contracted once more, and at times was even inclined 
to run off altogether, even though interest rates in Belgium were 
relatively high. 

Early in 1925 the forward Belgian franc went to a premium for 
several months in relation to sterling, following upon the latter’s 
return to gold. During the autumn of that year, however, there 
was another speculative attack, causing the development of a wide 
discount on the forward Belgian franc. The failure of the first 
attempt at stabilisation early in 1926 was accompanied by a widen- 
ing of the discount to abnormal proportions. Indeed, during the 
critical days of July the discount on the forward Belgian franc was 
even wider than the discount on the forward French franc. This 
time the psychological effect of the sentimental link with the French 
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franc produced its full effect upon the Forward Exchange. During 
subsequent niontlis, however, confidence in the Belgian currency 
was regained more speedily than in either the French franc or 
the lira. 

(2) THE FORWARD BBLGA 

When in October 1926 the Belgian currency was stabilised, the 
forward quotation of the new unit, the belga, soon went to a small 
premium. This was in accordance with the Purchasing Power 
Parity theory, for at its devalued level of 175 to the pound the 
Belgian franc was easily the most undervalued currency. It was 
also in accordance with the Interest Parity theory, for even though 
the Belgian Bank rate remained relatively high until January 1927, 
the discount rate and call money rate responded to the devaluation 
by December 1926, and their levels justified a premium. 

Although the gradual reduction of the Belgian Bank rate moved 
the Interest Parity in relation to London in favour of Belgium 
during 1927-28, the forward belga was frequently at a slight 
discount. In 1929, however, following upon the rise of the London 
Bank rate, the forward belga went to a small premium, though 
during the second half of the year it was once more at a discount. 
In a narrow market, relatively small discrepancies between com- 
mercial buying and selling exert a disproportionate influence. 

During 1930 the forward belga moved within a few centimes 
either side of par, more or less within reasonable distance of its 
Interest Parities. The sterling crisis of 1931 led to a widening of 
the premium on forward belgas, especially after the suspension of 
the gold standard in Great Britain. Early in 1932, however, when 
the decline of money rates in London changed Interest Parities in 
favour of sterling, the forward belga went to a discount, where it 
remained until after the devaluation of the belga in 1935. During 
1933 its discount was relatively moderate, and the forw'ard belga 
was for some time actually overvalued against its discount rate 
parity with sterling. This state of affairs continued in the early 
part of 1934, but later the discount was inclined to widen, especially 
towards the end of the year, when the belga became subject to 
speculative attacks. 

(3) THE BELGIAK CRISIS OF 1935 

These attacks increased in intensity early in 1935, reaching their 
climax in March. On the eve of the devaluation the forward belga 
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was quoted at a discount of 2 belgas for three months, equivalent 
to over .30 per cent per annum, after having been belgas two days 
before, while the discount on one month’s belgas was nearly 50 per 
cent per annum. 

On the day following devaluation the forward belga went to a 
premium. This was due in part to bear profit-taking, in part to 
confidence in the belga at its new level. Subsequently the sharp 
decline in money rates in Brussels — to a level below even that of 
money rates in London as far as call money rates and deposit rates 
were concerned— provided theoretical justification for the premium, 
on the basis of the Interest Parity theory. The premium can also 
be explained on the basis of the Purchasing Power Parity theory, 
for although the spot belga was grossly overvalued before its de- 
valuation, after devaluation it became shghtly undervalued in rela- 
tion to sterling. Apart from a few brief intervals, the forward 
belga has remained at a moderate premium up to the time of writing. 

(4) THE EORWAED GTJILDBE 

The history of the forward guilder is distinctly less eventful 
than that of the Forward Exchanges we have discussed so far. 
During the early post-war years the forward guilder was usually 
at a discount in relation to sterling, notwithstanding the fact that 
the Dutch Bank rate remained at 4| per cent during the post-war 
slump while the British Bank rate was raised to 7 per cent, and 
despite the fact that the discount rate parity was also strongly in 
favour of the forward guilder. From 1923 onwards the existence 
of a discount was from time to time justified on the basis of Interest 
Parities, though frequently it was rather wider than these would 
have warranted. The fact that Amsterdam acted as an inter- 
mediary for speculation in Forward Exchanges may have been 
to some extent responsible for the persistence and wideness of the 
discount on the forward guilder, especially during 1924. The main 
reason for the undervaluation of the forward guilder was, however, 
the same as that which caused the undervaluation of the forward 
dollar during this period, namely, the anticipation of a recovery of 
spot sterling to its old parity. 

In 1925 the return of sterling to the gold standard was preceded 
and succeeded by an appreciation of the forward guilder to a 
premium, as a result of the increase of the London Bank rate, and 
also of the depreciation of spot sterling. Later in the year, how- 
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ever, tlie guilder went to a moderate discount, and it was not until 
a further rise in the London Banli rate that it recovered to a 
premium. This, however, persisted throughout 1926 and remained 
until October 1927, when, following upon the increase of the Dutch 
Bank rate to 4| per cent, the forward rate went to a discount. 
During the greater part of 1928 it remained at a moderate discount 
around its Interest Parities with sterling. In 1929, however, the 
forward guilder followed a rather erratic course, and was more often 
than not at a premium, especially towards the end of the year, when 
a premium was justified by a higher Bank rate in London. It 
remained at a premium during the greater part of 1930, especially 
during the early months, when the spot guilder was in the vicinity of 
gold export point. When in September it approached gold import 
point, the forward guilder w^ent to a discount, although on an 
interest basis it should have remained at a premium. Once the 
spot rate had weakened below gold import point, the forward rate 
recovered accordingly. During February and March 1931 the spot 
guilder was inclined to be weak, and simultaneously the premium 
on forward guilders widened. With the recovery of the spot 
guilder from 12*12 to 12*08 to the £, however, the premium con- 
tracted from 3-| cents to 1-| cents. 

(5) THE GUILDER DURING THE CRISES OF 1931-“36 

When in July 1931, as a result of the international financial 
crisis, the guilder moved to gold import point, for a short while this 
produced its natural effect upon forward rates, and the forward 
guilder w^ent to a slight discount. The British authorities did not, 
however, operate in guilders, so that before long the growth of the 
bear attack on sterling caused the forw’^ard guilder to go to a wide 
premium, while the spot sterling-guilder rate remained around gold 
import point. After the collapse of sterling in September the 
premium contracted, and towards the end of the year, when sterling 
began to recover, it gave way to a discount, and this continued until 
May 1932. For the rest of 1932 the forw^ard guilder was quoted 
at a slight premium, in accordance with its discount rate parity 
with sterling. Although the Dutch Bank rate remained J per cent 
above the British Bank rate, the discount rate in Amsterdam 
declined faster than in London, and the forward rate naturally 
tended to move with the discount rate rather than with the in- 
effective Banlc rate. 
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The year 1933 was somewhat more eventful for the forward 
auilder The attack on the guilder which followed the suspension 
of the gold standard in the United States resulted in a widening of 
the forward discount, which reached 4 per cent per annum in 
Anril although the discount rate parity would have justified a 
sfight premium. Interest arbitrage did not fail to take advantage 
of this situation, and the pressure of the transfer of funds, together 
with the withdrawal of foreign balances from Amsterdam, induced 
the Dutch authorities to raise the Bank rate to 4-| per cent. The 
Interest Parities thus moved strongly against Holland, and the dis- 
count on forward guilders widened. It is worth noting, however, 
that the widening of the discount largely preceded the increase of 
the Bank rate, and was one of the major causes of the rise in money 


rates in Holland. , j 

When the attack on the guilder passed, the Bank rate was reduced 

and the discount rate parity again moved in favour of the guilder. 
With few exceptions, however, the forward guilder remamed per- 
sistently at a discount, and thus was materially undervalued. It 
■was only during the autumn months of 1934, when Dutch bill rates 
again fell below London bill rates, that the forward guilder rose 
for a while to a premium. Prom the end of 1934 it remained con- 
stantly at a discount. During 1935, after the devaluation of the 
beloa, attacks on the guilder were resumed, and were on a much 
larger scale than in 1933. Once more the Dutch authorities sought 
to defend the currency by raising the Bank rate, and on two occa- 
sions they were forced to increase it to 6 per cent. The forward 
rate completely lost touch with its Interest Parities, momentarily 
widening on one occasion to 30 per cent per annum. _ When the 
attacks subsided, the Netherlands Bank reduced its rediscount rate 
and the discount on the forward guilder contracted ; but the recovery 
of the forward guilder was once again the cause rather than the 
consequence of the reduction of the Bank rate. During 1936 the 
storm centre definitely settled over Prance, and the deterioration 
of conditions in that country compared with those of the other 
members of the Gold Bloc diverted selling pressure from the guilder. 
As there was no major political crisis after September 1935, the 
guilder experienced a reasonably quiet time until the devaluation 
of the franc, despite the fact tha.t from time to time the prohibitive 
discoxmt on forward francs diverted some selling pressure, due to 
indirect hedging, to the forward guilder. 

The depreciation of the guilder which followed the devaluation 
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of the French franc did not produce the same effect as arose in the 
case of the belga, owing to the fact that, while France and Switzer- 
land devalued to the extent of 30 per cent, Holland tried to limit 
the depreciation to about 20 per cent. Thus the selling pressure 
on the guilder continued, and the forward guilder remained for a 
while at a relatively wide discount. Towards the end of 1936, 
however, the discount disappeared, as the market gradually realised 
that the Dutch authorities found no difficulty in keeping the guilder 
at its new level. 

(6) THE FORWARD SWISS FRANC 

While the forward dollar and the guilder were at a discount in 
relation to sterling during the early post-war years, the forward 
Swiss franc remained at a premium until the middle of 1923. From 
October 1922 onwards this was partly due to the fact that the spot 
Swiss franc was at only a very narrow premium over sterling, so 
that anticipation of the latter’s recovery did not influence the for- 
ward rate to the same extent as it did the forward dollar or guilder 
rate. Moreover, a premium on the forward Swiss franc in relation 
to both sterling and dollar was more or less justified on an interest 
basis, for Switzerland avoided raising her Bank rate to a crisis level 
during the post-war slump. Even after the middle of 1922, when 
the London Bank rate was reduced to the level of the Swiss Bank 
rate, bill rates in Switzerland remained below London bill rates. 
Not until the second half of 1923 did they rise above London bill 
rates ; then, accordingly, the forward Swiss franc moved to a dis- 
count. During the first half of the year, it was distinctly overvalued 
compared with its Interest Parities ; but in the second half of the 
year it was even more decidedly undervalued. The forward dis- 
count persisted throughout 1924, although during the second half 
of the year the discount rate parity would have justified a slight 
premium. The undervaluation was due, not to any inherent 
weakness, but to inherent firmness of forward sterling caused by 
anticipation of the recovery of spot sterling to its old parity. 

When in 1925 this recovery materialised, and when, in addition, 
the London Bank rate was raised, the forward Swiss franc went to 
a premium. It remained at a premium for the rest of the year and 
during most of 1926. During the first half of 1926 the premium 
was inclined to be rather wide, but later in the year it declined in 
consequence of a change in the Interest Parities — a change brought 
about more by the rising trend of bill rates in Switzerland than by 
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the fall of bill rates in London. During 1927 and the first half of 
1928, the forward Swiss franc was generally at a premium, but 
during the second half it went to a moderate discount, despite the 
fact that Interest Parities remained in favour of Switzerland, In 
1929 there was a recovery to a premium, though this was not 
proportionate to the widening of the gap between interest rates in 
Switzerland and London. During 1930 interest rates in London 
declined virtually to the level of Swiss rates, and consequently the 
forward Swiss franc moved within a narrow range around the 
spot rate. 

(7) THE SWISS EEANC DTJEING THE CRISES OF 1931-36 

During the greater part of the crisis year of 1931 the Swiss franc 
was at a premium, which widened considerably immediately before 
and after the suspension of the gold standard in London. The 
forward Swiss franc maintained its premium against sterling 
throughout 1932, even though from June onwards London bill rates 
were below the level of Swiss bill rates. This state of affairs con- 
tinued during the first quarter of 1933, but for the rest of the year 
the forward Swiss franc was mostly at a discount. The reason for 
this was that the attacks on the guilder were accompanied by 
attacks on the Swiss franc. In June 1933 the discount on forward 
Swiss francs widened to about 6 per cent per annum. The 
Swiss National Bank, however, did not follow the example of the 
Bank of France and the Netherlands Bank by trying to defend the 
currency by means of a high Bank rate. From the beginning of 
1931 until May 1935 the Swiss Bank rate was unchanged at 2 per 
cent, and even during the major crisis of May 1935 it was raised 
only to 2-| per cent, returning to 2 per cent in September 1936. 
The moderate level of the Banlc rate, however, did not prevent the 
discount on the Swiss franc from widening to the level of the 
discount on the forward guilder. In fact, during the attack of 1935 
the Swiss discount was, if anything, slightly wider. The forward 
Swiss franc, like the forward rates of other overvalued currencies, 
remained at an abnormally wide discount, even while there was no 
speculative attack, though the discount was usually moderate in 
comparison with that of the French franc. In consequence, through- 
out 1936 there was a certain amount of selling of forward Swiss 
francs as a hedge against a depreciation of the French franc. 

After the devaluation, the forward Swiss franc promptly went 
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to a moderate premium, not only because heavy repatriations and 
an influx of foreign funds resulted in a faU in interest rates, followed 
by a reduction of the Bank rate to IJ per cent, but also because 
the Swiss franc, having been devalued by 30 per cent, became 
the most distinctly undervalued European currency of importance. 
A premium was therefore justified on the basis of the Purchasing 
Power Parity theory. 

Considerations of space prevent me from giving a historical 
account of the movements of other Forward Exchanges, though 
some of them, notably the Latin-American exchanges and the 
Eastern currencies, would make interesting studies. In particular, 
the forward rupee, yen, Shanghai dollar, Argentine and Chilean peso 
and milreis would provide interesting additional material to illustrate 
the working of the theory of Forward Exchange in both normal 
and abnormal conditions. It is to be hoped that this task will be 
undertaken by those acquainted with the local financial history 
and conditions in the countries concerned. 
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CHAPTER XXXIV 


SCOPE AND METHODS OF 
OFFICIAL FORWARD EXCHANGE OPERATIONS 

(1) SCOPE POP IMPROVEMENT OF THE SYSTEM 

The following chapters will discuss the question whether Central 
Banins should intervene in the Forward Exchange market or whether 
they should allow forward rates to take care of themselves. From 
a practical point of view this question is, in my opinion, of first- 
rate importance. Indeed, it was largely with the object of 
facilitating a balanced judgment on this subject that I accumu- 
lated and prepared the historical, technical and theoretical material 
which has been presented in the preceding thirty- three chapters. 
Undoubtedly, even if we have no practical object in mind, it is 
of interest to know more about the history of Forward Exchange, 
to explore its fine points of technical detail and to search for its 
fundamental theoretical principles. But the study of Forward 
Exchange serves the essentially practical purpose of assisting those 
whose task it is to consider the possibilities of increasing the 
efficiency of the existing monetary system. 

The scope for constructive suggestions for the improvement of 
the existing Forward Exchange system through private initiative 
appears to be limited. Although in earlier chapters I have put 
forward a few minor suggestions — such as the provision of for- 
ward facilities for longer periods than those obtainable at 
present— on the whole I feel that anyone not directly engaged 
in practical Forward Exchange operations stands but little 
chance of having his proposals seriously considered, let alone 
followed, by practical bankers. The Forward Exchange market 
developed entirely under the influence of practical necessity, and 
not as a result of any proposals made by experts. Skilled dealers, 
w^ell aware of the intricate technicality of their business, would 
receive any proposals by outsiders with that half-amused, half- 
patronising air which speaks of a conviction that none beyond the 
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charmed circle could possibly understand its mysteries as well as 
they. Hence any suggestion for innovation made by a mere 
outsider is fated to be brushed aside by the practical specialists on 
the ground that if it were feasible or if it were of any use it would 
have been adopted long ago. 

Yet it is beyond doubt that the existing Forward Exchange 
system leaves much to be desired. The facilities provided on 
private initiative are not always adequate for the requirements of 
trade and finance. Moreover, the tendencies prevailing in an 
uncontrolled Forward Exchange market are often detrimental to 
public interest. While some of the deficiencies of the system from 
the commercial viewpoint could be remedied by the banks them- 
selves, many of them could be corrected only by official intervention. 
As for the deficiencies of the system from a broader monetary 
viewpoint, nobody but the authorities can provide the remedy. 
Thus any practical proposals for the improvement of the Forward 
Exchange system must necessarily consist of proposals for inter- 
vention in the Forward Exchange market by the monetary authori- 
ties themselves. 

( 2 ) OBJECT OE INTBBVENTIOISr 

From time to time the question whether or not it is desirable 
for a Central Bank to o|)erate in Forward Exchanges has been 
subject to a certain amount of discussion in various countries. The 
question has not, however, received nearly sufficient consideration. 
Indeed, in the absence of adequate historical, technical, statistical 
and theoretical material, it would have been difficult to make a 
thorough investigation of the subject. Moreover, those who ex- 
amine the problem must first get a clear idea of the exact object 
of Central Bank operations they advocate. Admittedly, to break 
down the stubborn refusal of most monetary authorities to con- 
cern themselves with Forward Exchange in general, as a matter 
of principle, would in itself be a positive step, but this can hardly 
be achieved by simply agitating in favour of official Forward 
Exchange operations without specifying the exact purpose, the 
exact nature, the exact advantages and the exact disadvantages of 
such operations. 

In the first place, then, it is necessary to decide what the object 
of intervention should be. Central Bank operations in the Forward 
Exchange market could seek any one of the following objects : 

1 . A cheap or convenient form of replenishing the official Foreign 
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Exchange or gold reserve, or a profitable form of unloading 
some of the Foreign Exchange or gold reserve. 

2. Replacement of facilities that have disappeared as a result 
of exchange restrictions. 

3. Creation or improvement of Forward Exchange facilities for 
the benefit of trade. 

4. Manceuvring to defend a currency against speculative attack. 

5. Attraction of foreign short-term capital. 

6. Systematic regulation of the influx and efflux of foreign 
funds by a method alternative to, or complementary to, 
Bank rate policy. 

(3) IXTERVEXTION FOR COMMERCIAL PURPOSES 

The most primitive and least important object for which Central 
Banks or Governments can intervene in Forward Exchange is in 
order to save money when increasing their stocks of gold and 
Foreign Exchange. In given conditions, such an increase can be 
carried out at a lower cost and with less disturbance of the market 
if the foreign currencies are bought for forward delivery when the 
forward rates are at a discount. Similarly, if the monetary authori- 
ties foresee that they will have to unload some of their gold or 
Foreign Exchange reserve, they can do so more profitably for them- 
selves by selling foreign currencies for forward delivery, provided 
that the forward rates are at a premium. Unless the need for the 
increase or reduction is urgent, there appears to be no reason why 
the authorities should not operate in Forward Exchanges whenever 
it is financially advantageous for them to do so. The argument 
seems unanswerable ; yet it is often overlooked by the monetary 
authorities who, for considerations of principle, prefer to pay more 
or receive less for spot exchanges rather than operate in Forward 
Exchanges. 

Another obvious instance in which the case for intervention is 
unanswerable is when official action, in the form of exchange re- 
strictions, has deprived the commercial world of Forward Exchange 
facilities which would otherwise have been provided through private 
initiative. Whatever the objects of exchange restrictions may be, 
a deliberate increase of risk for importers and exporters is certainly 
not amongst them. The currencies that are subject to restrictions 
are usually weak currencies, and nationals of foreign countries are 
usually reluctant to buy or sell in terms of those currencies, Conse- 
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queiitly , the chances are that the nationals of the country concerned 
will have to buy or sell in terms of foreign currencies and bear the 
burden of the exchange risk. The necessity for intervention in such 
instances appears obvious, yet the principle that the monetary 
authorities of countries with exchange restrictions should provide 
their nationals with the Forward Exchange facilities which they 
need is very far from being universally applied. In many instances, 
exporters are assisted by official Forward Exchange facilities, while 
importers are left to fend for themselves. 

Even in countries where the Foreign Exchange market is not 
subject to any restrictions, private initiative is often unable or un- 
willing to provide all the Forward Exchange facilities required by 
trade. Only about half-a-dozen exchanges have a really adequate 
forward market. For the remaining Forward Exchanges it is often 
difficult to obtain satisfactory quotations. Apart from this, it is 
not easy to obtain quotations for many Forward Exchanges for 
periods exceeding three months, and it is almost impossible to deal 
for periods exceeding six months. It may be asked whether or not 
it should be the duty of the monetary authorities to provide the 
lacking facilities. To the laissez-faire school the idea may appear 
repulsive, but considering that since the war various forms of 
Government intervention, such as the provision of export credit 
guarantees, have become a normal routine, it may be asked why 
assistance by means of Forward Exchange facilities should be re- 
garded in a different light from these other forms of official assistance 
to trade. 

(4) IKTEEVEXTIOX TOR MOXETAKY PURPOSES 

Another question is whether the defence of an exchange against 
an unwanted depreciation or appreciation should be confined to 
operations in the spot market, or whether manoeuvring in Forward 
Exchanges should be added to the armoury of Exchange Equalisa- 
tion Accounts. Evidently the authorities with self-imposed restric- 
tions upon the sphere of their operations deliberately place them- 
selves at a disadvantage. In given circumstances it would be to 
their interest to retain a free hand to intervene in the Forward 
Exchange market, whether to squeejse speculators, to divert 
pressure from the spot exchange, or to avoid a depletion of their 
fighting fund. There is also much to be said in favour of interven- 
tion in Forward Exchanges on the ground that, by offering a greater 
variety of operations, it wmuld make it more difficult for speculators 
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to detect the object which the authorities have in mind and to act 
accordingly. 

We have seen in earlier chapters that the Forward Exchange 
market provides additional channels for foreign borrowing, channels 
through which short-term loans can be raised and granted. Thus it 
may be asked whether the authorities of a country in urgent need 
of foreign capital should not encourage the influx of foreign funds 
tlirough these channels. Such encouragement can be given by 
means of official regulation of forward rates or by direct borrow- 
ing by Central Banks through swap operations. Is this method 
preferable to the orthodox method of offering higher interest rates 
to attract foreign capital ? 

In any case, whether or not official encouragement of systematic 
short-term borrowing through the forward market can be approved, 
it is worth while to consider whether the international flow of 
funds ought not to be regulated by means of intervention in the 
Forward Exchange market. Indeed, this type of intervention is 
probably the most important of all from a theoretical, as well as 
from a practical, point of view. Could and should a manipulation 
of forward rates supplant, or at any rate be complementary to, the 
manipulation of the Bank rate for the purpose of regulating the 
flow of international short-term funds ? An affirmative answer to 
this question, if officially acted upon, would revolutionise monetary 
policy. 


(5) METHODS OF INTEBVENTION 

We have seen that intervention can be advocated on a variety 
of grounds. Thus proposals for intervention cannot — or at any 
rate should not — be rejected without duly distinguishing between 
the various purposes they are designed to serve. Both advocates 
and opponents of intervention should in every case make it plain 
what particular purpose they have in mind. Otherwise the debate 
on the question is bound to lead to argument at cross-purposes. 

Moreover, it is necessary to distinguish between the various 
methods of intervention. Those who advocate intervention should 
make it plain whether they favour swap or outright operations, or 
both ; whether the proposed intervention is to be regular or merely 
occasional ; whether it is advocated for stable or for unstable 
monetary conditions and whether it is proposed that it should 
he confined to one or several leading Forward Exchanges. 

Doubtless many opponents of intervention reject it simply 
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because it conflicts with, their general economic or moral philosophy. 
They may object to Government intervention of every kind, in 
which case they are not likely to make an exception in favour of 
Forward Exchange. Or they may object to official operations 
in Forward Exchanges on “ moral’’ grounds, because of the 
alleged speculative character of the market. Confronted with such 
fanatical dogmatism, it would be a waste of effort to get down 
to detail. In such instances the idea of intervention is rejected 
en bloc, and there is nothing more to be said about it. It is only 
when intervention of a particular type is objected to, not on general 
grounds but for considerations of expediency, that there is scope 
for instructive and constructive controversy. This is the kind of 
discussion for which the material given in the following chapters 
is provided. 



CHAPTER XXXV 


ME. KEYNES’S PROPOSALS 


( 1 ) THEORETICAL V. PRACTICAL EXPERTS 

The question whether Central Banks should or should not operate 
in Forward Exchanges is too technical to arouse popular interest. 
While some monetary controversies, such as the fight between the 
advocates of the gold standard and those of a managed currency, 
or between the supporters and opponents of cheap money, have 
been followed closely by a large section of the general public, the 
controversy which surrounds the question of official Forward Ex- 
change operations has remained confined to a small number of 
technical specialists. The majority of economists and bankers 
have taken no part in it, while the attitude of most Central Banks 
has been determined by the time-honoured naval slogan, When 
in doubt, do nothing As any useful contribution to the dis- 
cussion necessitates considerable knowledge of complicated techni- 
calities and elusive details, most of those who would have been 
qualified to appreciate the broader aspects of the question have 
preferred to leave the matter severely alone. 

Many practical bankers, on the other hand, have the technical 
aspects of Forward Exchange at their finger-tips, but very few of 
them realise the broader implications of the subject. Certain prac- 
tical facts are so obvious to Foreign Exchange dealers that even 
those of them who write on the subject do not consider it worth 
while to mention them ; yet the knowledge such dealers could impart 
is essential to the advancement of the theory of Forward Exchange, 
and to the discussion of the case for and against official intervention.^ 
In the absence of adequate links between the theoretical and the 
practical experts, many important points have not so far received 

^ The attitude of bankers towards the theory of Forward Exchange is discussed 
in greater detail in an article of mine, “ Bankers and Forward Exchanges ”, in the 
Kovember 1936 issue of The Banker^ being extracts from an address I delivered to 
the Lombard Association on October 14, 1936* 
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the attention they deserve. Had such points been fully appreciated, 
they might conceivably have influenced the attitude of Central 
Banks towards the problem. 


(2) EMPIRICISM V. SCIENTIFIC TREATMENT 

It would be a mistake to imagine, however, that all Central 
Banks have always abstained from Forward Exchange operations. 
As we shall see in the following five chapters, many Central Banks 
have intervened at one time or another in the Forward Exchange 
market. In general, however, their intervention has been char- 
acterised by utter empiricism and, apparently, has been without 
theoretical background. Their operations have been carried out 
with the least possible publicity, and have hardly ever been dis- 
cussed from a broader point of view. Thus on the one hand we 
have a limited but valuable literature on the theory of official 
Forward Exchange transactions, and on the other hand we have 
a number of practical experiments in such operations, without any 
link between theory and practice. Those Central Banks which 
have undertaken Forward Exchange operations were probably 
unaware of their broader theoretical implications, while the writers 
who have advocated or opposed such operations were unaware of 
the practical experience which has been accumulated on the subject. 
One of the objects of this book is to bridge this gap between the 
theory and practice of official intervention in the Forward Exchange 
market. 

The development of scientific literature on the subject since the 
war is entirely the work of Mr* Keynes. The movement in favour 
of official Forward Exchange operations was to a very large degree 
the result of his initiative. And it is his occasional references to 
the subject^ that have kept the idea from falling into oblivion. 
It was because of his world- wide prestige that the proposal received 
attention— even though limited attention — in theoretical as well 
as practical quarters. Had it been put forward by a lesser authority 
it would probably have been ignored altogether. 

(3) THE BRUSSELS ANB GENOA RESOLUTIONS 

It is necessary to pay tribute also to Sir Henry Strakosch, who 

^ In his Treatise on Money ^ vol ii., and m an article in the December 1935 issue 
of Lloyds Bank Monthly 
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played an important part behind the scenes in the initiation of the 
movement. He was one of the British delegates at both the Brussels 
and the Genoa conference, and the resolutions there passed in favour 
of Forward Exchange operations were partly his workj although at 
Genoa he was of course inspired and powerfully supported from the 
outside by Mr. Keynes, who was present in an unofficial capacity. 
At the Brussels conference in 1921, Sir Henry’s efforts to secure 
a resolution in favour of official Forward Exchange dealings did not 
succeed, but at least he was able to induce his fellow delegates to 
pass a resolution against interference with free dealings in Forward 
Exchanges.^ In Genoa the joint efforts of Sir Henry Strakosch 
and Mr. Keynes, and possibly of Mr. Hawtrey — the technical 
expert of the British Government, whose influence upon the results 
of the conference was probably much larger than is generally 
realised — ^resulted in the passing of a resolution advocating the 
intervention by Central Banks for the purpose of improving the 
Forward Exchange facilities available for trade.^ Almost simul- 
taneously Mr. Keynes published his article, The Forward Market 
in Foreign Exchanges”, in the Manchester Guardian Reconstruction 
Supplement, His most important contribution was, however, his 
chapter on Forward Exchange in A Tract on Monetary Reform, 
published in 1923. He advocates intervention on two grounds— 
first, in order to improve the facilities available for merchants, 

^ Resolution No. XV of the Brussels International Conference : “ Attempts to 
limit fluctuations in exchange by imposing artificial control on exchange operations 
are futile and mischievous. In so far as they are effective they falsify the market, 
tend to remove natural correctives to such fluctuations and interfere with free 
dealings in Forward Exchange, which are so necessary to enable traders to eliminate 
from their calculations a margin to cover risk of exchange which would otherwise 
Contribute to the rise in prices. Moreover, ail Government interference with trade, 
including exchange, tends to impede that improvement of the economic conditions 
of a country by which alone a healthy and stable exchange can be secured.” 

^ Resolution of the Financial Commission of the Genoa Conference ; 

“ All artificial control of operations in exchange, whether by requiring a licence 
for transactions in exchange or by limiting the rates at which transactions may be 
effected or by discriminating between the different purposes for which the exchange 
may be required or by preventing free dealings in Forward Exchange, is futile and 
mischievous, and should be abolished at the earliest possible date. 

“ It is desirable that where no adequately organised market in Forward Exchange 
exists such a market should be established. It has been suggested that in any 
country where private enterprise is found to be unable to organise such a market, 
the Central Bank, without itself incurring any uncovered exchange risk, should 
provide facilities. It might, for example, give facilities to approved banks and 
financial houses to convert spot transactions in Foreign Exchange into transactions 
for forward delivery by a system of “ contango ” or ‘‘ reports ” of Foreign Exchange, 
their quotation being for the double transactions of a spot deal one way and a 
simultaneous forward deal the other.” 
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and, secondly, in order to obviate. the necessity of changing the 
Bank rate for the purpose of counteracting unwanted tendencies 
in the international movement of funds. For the purpose of 
creating a good forward exchange market he suggested that Central 
Banks should '' enter the forward market and offer to buy or sell 
Forward Exchange : at a reasonable discount or premium on the 
spot quotation”.^ Mr. Keynes suggested that Central Banks 
should not deal direct with the public, but only with approved 
banks and financial houses ; that they should quote daily rates 
at which they are willing to buy and sell exchange either one or 
three months’ forward ; and that they should not deal outright 
but should always buy and sell spot against forward. This is 
more or less on the lines of the jfinancial resolution of the Genoa 
conference. 

( 4 ) INTEEVENTION AS A MATTER OE MOETETARY POLICY 

Mr. Keynes, however, went further than the Genoa resolution, 
for he advocated intervention not only as a matter of commercial 
policy but also as a matter of monetary policy. He pointed out 
that by varying the forward rates, Central Banks would be able to 
vary the interest offered for foreign balances as a policy distinct 
from whatever might be their Bank rate policy, for the purpose of 
governing the interest obtainable on home balances 

Another of his proposals was for the creation of a forward market 
in gold. To that end, he suggested that the Bank of England 
should quote a daily price, not only for the purchase and sale of gold 
for immediate delivery but also for delivery three months forward.® 
Mr. Keynes believed that the existence of the forward quotation 
of the Bank of England would offer a firm foundation for a free 
market in Forward Exchange, and would facilitate the movement 
of funds between London and New York for short periods . . . while 
at the same time keeping down to a minimum the actual movement 
of gold bullion backwards and forwards In his subsequent 
writings, however, Mr. Keynes dropped the proposal for a forward 
gold market, realising, doubtless, that the quotation of a forward 
gold price would in itself not be sufficient to control the Forward 
Exchange market. In his Treatise on Money he emphasised the 
monetary rather than the commercial aspects of his proposal. 
While continuing to advocate Central Bank operations for the 
purpose of providing adequate facilities for trade, he did not then 
^ 133. « F. 135. 8 P. 192. 
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attach so much importance to this as he did in A Tract on Monetary 
Reform. The reason for this is that during the seven years that 
elapsed between the publication of the two books an adequate 
Forward Exchange market had actually developed, at any rate 
in the principal currencies. In consequence, the need for official 
intervention for the purpose of providing adequate facilities for 
trade was not nearly so strong in 1930 as it was in 1923, especially 
as, in the stable exchange conditions prevailing in 1930, the demand 
for such facilities for commercial purposes had declined. On the 
other hand, the necessity for, and the advantages of, official For- 
ward Exchange operations as a matter of monetary policy were 
made much more evident by the experience in conditions of mone- 
tary stability. 

In particular, the experience of 1929 went a long way towards 
proving the necessity for some device by which home trade could 
be protected from an increase of Bank rate at a time when there 
is no speculative boom at home to require higher rates. It 
will be remembered that sterling during that period was subjected 
to strong adverse pressure through the transfer of funds, both 
British and foreign, from London to New Yo^;l^, in consequence of 
the Wall Street boom. There was strong speculative buying of 
American stocks from London, and at the same time the fantas- 
tically high rates obtainable on brokers’ loans also attracted large 
funds to New York. In face of this dual pressure, the Bank of 
England rediscount rate had to be raised, even though British trade 
was already suffering from depression. It was in the hope of pre- 
venting a recurrence of such a situation that Mr. Keynes entered 
a powerful plea in A Treatise on Money in favour of his technical 
devices, which, he claimed, would provide an alternative to raising 
the Bank rate. 

In addition to restating his suggestions for the regulation of the 
international movement of funds by means of official regulation of 
forward rates, he advocated also a policy of widening the margin 
between gold points. Mr. Keynes suggests that the potential 
margin between gold import point and export point should be 
widened by giving the Central Banks power to lower their gold 
prices. By such means it would be possible to accentuate the effect 
of Forward Exchange manipulations. Otherwise a comparatively 
narrow difference between interest rates is likely to give rise to 
uncovered interest arbitrage when the spot exchanges are at gold 
point. But if the exchange risk is increased by the possibility of 
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the widening of the margin between gold points, then this flaw in 
the forward rate policy would largely disappear. This is essential, 
since a forward rate policy can be effective only if a large pro- 
portion of the short-term funds transferred from one centre to 
another is systematically covered against the exchange risk. 

(5) INADEQUATE DISCUSSION OF MB. KEYNES’s PBOPOSALS 

Mr. Keynes’s challenge to the orthodox Bank rate policy has 
remained almost entirely unanswered. It has received a certain 
amount of attention from Continental writers on the subject, but 
it has hardly ever been discussed in detail. The proposals did, it 
is true, receive mild and qualified support from Dr. Fischer,^ but 
the majority of German writers who have considered the matter 
have taken the opposite view. Among English writers , Mr. Hawtrey 
is the only one who has dealt with Mr. Keynes’s proposals in 
detail.^ While he favoured the proposal for official manipulation 
of forward rates, he opposed the proposal for widening the margin 
between gold points.^ 

The latest development in the controversy arose from the 
publication of an article by Mr. Keynes in Lloyds Bank Review, 
which provoked a reply from Mr. R. H. Brand.^ The latter expressed 
no very definite views about Mr. Keynes’s proposals — or, to use 
Mr. Brand’s term, gadgets ” — and did not give them the full 
examination which they deserved, which is a pity, for it would have 
been interesting to see the detailed argument of one of the few 
practical bankers who possess a profound theoretical background, 

Mr. Keynes also submitted his proposals to the Macmillan Com- 
mittee, of which he was a member. As we have already seen, 
however, the Committee declined to express an opinion on the 
proposals, on the ground that they were of a technical nature and 
lay somewhat outside its competence. The report expressed the 
pious wish that the Bank of England would give the matter due 
attention, and left it at that. Considering that the Committee 
included, in addition to Mr. Keynes, such prominent monetary 
experts as Mr. Brand, Professor Gregory, Lord Bradbury, etc., and 
was in a position to obtain evidence from any number of practical 
specialists, the way in which it shirked dealing with Mr. Keynes’s 

^ Das Devisentermingeschdftf p. 76. 

® The Art of Central Banking^ chaps, vi. and vii. 

^ Op. cit. p. 423. 

* Both articles appeared in the December 1936 issue. 
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proposals can only be described as deplorable. The Committee 
would have rendered valuable service had it made a thorough 
investigation of the question instead of disposing of it in a brief 
paragraph. 

(6) ATTITUDE OF THE E. I. S. 

The Banl?; for International Settlements considered the question 
of Forward Exchange operations in 1931. During its first business 
year the Banl^ avoided Forward Exchange operations entirely, but 
at a meeting of representatives of the participating Central Banks 
in May 1931, Mr. Quesney is understood to have declared himself 
in favour of certain types of Forward Exchange operations. The 
views of the directors were not unanimous, but on the whole were 
unfavourable, and the proposals were rejected. In the course of 
the discussion, Dr. Vissering, then President of the Netherlands 
Bank, admitted that in the absence of an adequate Forward 
Exchange market there might be occasion for the Central Bank 
to organise facilities for forward dealing. Other participants 
were emphatically opposed to the suggestion. Dr. Pospisil, then 
President of the Czechoslovakian National Bank, objected to 
outright forward transactions, and even to swap transactions 
by Central Banks, on the ground that they would imply that 
the Central Bank did not trust its own currency. By this he 
presumably meant that if the Central Bank considered it advis- 
able to cover a forward purchase of its currency by a spot sale, 
such action might be interpreted as indicating a lack of confidence 
in the stability of the currency. He referred to the recommendation 
of the Genoa conference as being '' only more or less of historical 
value'’. M. Louis Franck, Governor of the National Bank of 
Belgium, agreed that there should be no question of forward opera- 
tions either by Central Banks or by the Bank for International 
Settlements. 

The most forceful and dogmatic view was, however, expressed 
by Herr Fuchs, representative of the Reichsbank. '' I should 
much regret it ”, he said, if the Bank for International Settle- 
ments . . . tried to cover itself on the forward market. In my view, 
every forward market has strongly speculative tendencies. By 
participating in forward transactions, the Bank for International 
Settlements would he recognising that such speculative factors have 
a justification to which they are not properly entitled. If risks 
are to be incurred, they slxould be incurred as against serious 
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debtors. The elements operating on the forward market are very 

frequently extremely weak.” ^ x- rxi 

This view may be regarded as more or less representative ot the 
frame of mind in which the idea of ofacial Forward Exchange 
operations has been viewed and is still viewed in Central Banking 
circles. It is apparently believed that if Central Banks or the Bank 
for International Settlements were to undertake Forward Exchange 
operations, they would lend Forward Exchange an appearance of 
respectability and would recognise the justification for speculation 
in the economic system. It is comforting to know, however, that 
not many decades ago Foreign Exchange operations m general 
were tabooed by certain conservative Central Banks on the ground 
that they were not respectable. And yet today there is hardly a 
Central Bank which does not operate in Foreign Exchanges. Nor 
has this moral objection to Forward Exchange operations prevented 
the monetary authorities in many countries from resorting to the 
despised transactions when considerations of expediency convinced 
them of the need for them. Before examining in detail the 
arguments for and against official intervention in the Forward 
Exchange market, we propose in the following five chapters to 
examine the circumstances of these various descents from Olympus. 



CHAPTER XXXVI 


FORWARD RATE POLICY OF THE 

AUSTRO-HUNGARIAN BANK 

(1) AN IMPORTANT PRECEDENT 

Some time ago a student of Economic History informed the world 
that monetary management was practised even in Ancient Greece 
and Egypt, where the priests, in accumulating and releasing metal 
to and from their temples, deliberately influenced the tendency of 
prices. Far-fetched as this theory may be, it is certainly true that 
many monetary reform proposals which are considered revolutionary 
innovations today were actually applied in some primitive form in 
the past. It is not often, however, that there is such a clear 
historical precedent as that which can be cited in support of 
Mr. Keynes’s proposal of Central Bank operations in Forward 
Exchanges for the purpose of monetary policy. More than fifteen 
years before the question of official Forward Exchange opera- 
tions was raised at the Genoa Conference, the Austro-Hungarian 
Bank had actually practised a very advanced form of forward rate 
policy, with the object of preventing an excessive external drain on 
its gold reserve, and thus of obviating the necessity for raising or 
lowering the Bank rate to a level at which it would unduly interfere 
with the stability of internal trade. 

past, no less than today, most Central Banks liked to 
surround their technique as well as their pohcy with a screen of 
secrecy. Unless the contemporary financial Press succeeds in pene- 
trating behind that screen, much valuable experience falls into 
oblivion, and posterity fails to derive any benefit from it. This 
would have happened in the case of the Forward Exchange opera- 
tions of the Austro-Hungarian Bank, but for the alertness of Herr 
Walther Federn, former Editor of the leading Vienna financial 
newspaper Osterreichische Volkawirt, and a prominent authority on 
practical monetary questions in Austria. 
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(2) HEKR FEBERN’S INTERPRETATIOH 

Thanks to Herr Federn, the details of the Forward Exchange 
operations carried ont by the Anstro-Hnngarian Bank in 1906-7 
and to a less extent in subsequent years have been preserved, and 
can now be brought to bear upon the present-day controversy over 
the attitude of the authorities towards the Forward Exchange 
market. Admittedly, Herr Federn was not the only writer who 
mentioned them. But it was he who discovered and disclosed the 
operation of an official forward rate policy, and who described it 
in full detail. In face of all attacks he stuck to his interpretation 
of the events of 1906-7, and his interpretation later received official 
confirmation. 

Herr Federn’s account of the events of 1906-7 — first published 
in contemporary Vienna newspapers ^ and subsequently re-stated 
in an article entitled Das Problem gesetzlicher Aufnahme der 
Barzahlungen in Osterreich-Ungarn ” in Schmollers Jahrbuch of 
1910 — ^gave rise to one of the most interesting polemics in financial 
literature, between Herr Federn and Professor von Mises. As the 
subject in question is highly controversial it is important to get the 
basic facts right. And since the whole controversy is practically 
unknown to the English-speaking public, detailed discussion of it 
after so many years requires no apology, especially as the circum- 
stances whose interpretation by Herr Federn gave rise to the 
controversy resemble to a remarkable degree those in which 
Mr, Keynes claims that the application of his technical proposals 
would be advisable. 

Even before the critical events of November 1907— especially 
during the period of rising interest rates that accompanied the boom 
of 1906 — Herr Federn noticed the peculiar tactics adopted by the 
Austro-Hungarian Bank in face of a pressure on the krone due to 
the transfer of short-term funds abroad. But it was the experience 
of the 1907 crisis that provided a really clear example of the new 
methods. To understand Herr Federn's account it is necessary to 
appreciate the general monetary and exchange conditions prevailing 
in Austria-Hungary during the first decade of this century. 

^ In an article entitled Die Devisenpolitik der Bank appearing in Die Zeit, 
August 23, 1907 ; and in articles in various issues of Der Volkswirt. 
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(3) AIISTEO-HXJNGARIAN EXCHANGE CONDITIONS 

In the 'nineties, after some decades of strong exchange fluctua- 
tions, the Austro-Hungarian currency was stabilised, but was not 
legally linked to gold. By 1907 the de facto stability of the krone 
had been maintained for about fifteen years. Although the gold 
standard was not officially operative, the gold shipments and 
Foreign Exchange operations undertaken by the Central Bank had 
secured an adequate degree of stability for the krone. The public 
both in Austria-Hungary and abroad trusted this de facto stability 
to some degree. Nevertheless, many foreign trade transactions 
and especially many foreign financial transactions — -credit, invest- 
ment, or arbitrage operations — ^were usually covered against the 
exchange risk. Vienna was an important financial centre and her 
banks had very good connections with London, Berlin and other 
centres, while her highly developed banking organisation was 
remarkably experienced in every kind of arbitrage. 

From about the early 'nineties the Austro-Hungarian Bank had 
gradually achieved a quasi-monopolistic position in the Vienna 
Foreign Exchange market. It acquired the surplus of foreign 
currencies offered during the export season, and was in a position 
to meet the requirements of importers during the lean months. 
Although the banks were able to meet a large part of these require- 
ments from their own Foreign Exchange resources, at times of 
strong adverse pressure, seasonal or otherwise, the market was 
usually at the mercy of the Austro-Hungarian Bank. The latter, 
in addition to controlling the market with firm hands, had adopted 
a highly ingenious policy, applied with skilful technical devices 
wliich, during the years preceding the war, enabled it to avoid 
violent fluctuations in the Banl?: rate. Indeed, the range of 
fluctuations of the Austro-Hungarian Bank rate was materially 
narrower than that of either the British or the German Bank rates. 

(4) DEVISEN-POLICY 

Much has been written in a general way about the supreme skill 
with which the inconvertible currency of the Austro-Hungarian 
Monarchy was managed before 1914. But few of those who have 
praised this policy ever took the trouble to describe its technical 
aspects in detail. Even Professor Knapp, who became almost 
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lyrical about the Devisen-Polioy of the Austro-Hungarian Bank, 
confines himself to generalities. ^ Most people assume that the 
adoption of the gold exchange standard instead of the full gold 
standard was in itself sufficient to spare Austria-Hungary the shocks 
of violent Bank rate changes, shocks to which the countries on a 
gold basis were exposed. In reality, the policy of maintaining the 
stability of the exchanges while excluding private gold arbitrage, 
and of minimisin g gold movements by means of a secondary reserve, 
was supplemented by the systematic use of certain devices for the 
mitigation of pressure on the krone due to interest arbitrage. 

The practice of interest arbitrage had been highly developed in 
Vienna for decades before the war. To some extent foreign centres 
regularly utilised the facilities of tfie Vienna market for short-term 
investments.^ The Vienna banks themselves were pastmasters in 
such transactions. They employed their liquid resources abroad 
whenever this was profitable, and they were usually able to borrow 
abroad and employ the funds in Vienna whenever such operations 
showed a margin of profit. Every time the Bank rate was raised 
in London or Berlin — ^the two markets with which Vienna was 
chiefly concerned— there was always an exodus of foreign short- 
term funds, accompanied by an outflow of Austro-Hungarian liquid 
banking resources, to take advantage of the profit on interest 
arbitrage. It was the pressure arising from such transactions that, 
according to the theory put forward by Herr Federn, the Austro- 
Hungarian Bank sought to neutralise by the use of technical 
devices. These devices were directed against both covered and 
uncovered interest arbitrage operations. 

(5) COUNTERACTING INTEREST ARBITRAGE INELTTENCBS 

To discourage the outflow of funds through uncovered interest 
arbitrage operations, the Austro-Hungarian Bank at times allowed 
the krone to depreciate to a shade beyond gold export point. Since 
there was no free gold arbitrage, the exact figure of the gold export 
point was not known, but when in November 1907, for instance, 
sterling was quoted in Vienna at a premium of 0-968 per cent, it 

^ The abridged English tran.8lation of Die staatUche Theorie des Geldes omits the 
chapter dealing with this subject. The second German edition (Leipzig, 1918) 
contains, on page 422, a passing refemnce to the fact that the Austro-Hungarian 
Bank was meeting requirements of Foreign Exchange for future delivery as part of 
its ordinary tactics. 

® For detailed description of the Vienna Forward Exchange market before the 
war see Chapter V, pp. 37 et seq. 
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was obvious to everybody that the krone was beyond its theoretical 
gold export point. And since the stability of the krone was above 
suspicion — especially as its weakness in 1907 was obviously not due 
to any internal troubles but to pressure caused by the international 
financial situation in which Vienna was not directly concerned — ■ 
few people cared to run the risk of losses through its probable 
recovery, simply for the sake of an arbitrage profit which, for a 
period of three months, was never much over | per cent. The 
device of allowing the spot exchange to depreciate slightly beyond 
gold export point closely resembles Mr. Keynes’s proposal for the 
widening of the margin between gold points. And the circumstances 
of its application in 1907 and on other occasions are very similar to 
those in which Mr. Keynes claims that his proposed measures would 
be beneficial, Le. when the weakness of the currency is due, not to 
fundamental disequilibrium or a sweeping wave of distrust, but 
solely to the situation in foreign financial markets. 

In itself, the depreciation of the krone to a shade beyond gold 
export point would not have discouraged cov^ered interest arbitrage, 
so long as the cost of covering operations, represented by the 
premium on the forward krone, was smaller than the discrepancy 
between interest rates in Vienna and foreign centres. The 
Austro-Hungarian Bank, anticipating Mr. Keynes’s second tech- 
nical proposal, took deliberate steps to raise the premium on 
forward kronen. The fact that interest rates in Vienna were lower 
than in London or Berlin, and that the krone was around gold 
export point, would in itself have justified a premium, but the 
Austro-Hungarian Bank evidently went out of its way to cause this 
premium to widen, so as to make the cost of covering the exchange 
risk on interest arbitrage prohibitive. At the same time the over- 
valuation of the forward krone compared with its Interest Parities 
made it worth while for foreign banks to retain, if not actually to 
increase, their Vienna balances in spite of the higher interest rates 
elsewhere ; and it was worth while for Austrian banks, in their turn, 
to borrow abroad and employ the proceeds in the Vienna market. 
In reality, in consequence of the stringency prevailing in the creditor 
centres, neither foreign nor Austrian banks had actually much 
chance of transferring funds to Vienna. The official tactics worked 
largely in a negative sense, through discouraging withdrawals rather 
than encouraging an influx. Indeed, Herr Federn’s description of 
the Austro-Hungarian Bank's tactics was entirely confined to 
their negative aspects. 
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(6) THE CRISIS OF 1907 

Similar tactics had been employed even before 1907,i but it was 
during that memorable crisis that their application was particularly 
evident. As is well known, on that occasion the Bank of England 
rate was raised to 7 per cent, and the Reichsbank rate to 7| per 
cent. The Austro-Hungarian Bank rate, however, remained for a 
while at 4|, and even during the peak of the crisis it was only raised 
to 6 per cent. The fact that the Austrian authorities were able to 
avoid penalising trade by a higher Bank rate was due to the use of 
the technical devices described above, for these devices prevented 
higher interest rates abroad from provoking a wholesale outflow of 
short-term funds from Vienna. A depreciation of the spot krone 
to a discount of nearly 1 per cent was ample to discourage uncovered 
interest arbitrage, while the artificial appreciation of the forward 
krone to a premium of about 3| per cent per annum ^ was more 
than sufficient to preclude the possibility of covered interest arbi- 
trage, since the discrepancy between the market rate of discount in 
London and Vienna was only between 1 and 2 per cent. The for- 
ward mark for the end of the month, which on November 5 was at 
a premium of 1| per cent per annum against the krone, went to a 
discount a few days later, and its discount continued widening until 
it exceeded 15 per cent per annum. 

Had Austria-Hungary been on the automatic gold standard, 
interest rates in Vienna would have been affected by the pressure 
from London and New York to at least the same extent as were 
interest rates in Berlin. As it was, the market rate of discount, 
whose average in October 1907 had been somewhat higher in Vienna 
than in London or Berlin, in November averaged 5*280 per cent in 
Vienna against 6*535 per cent in London and 6*620 per cent in 
Berlin ; while in December the average for Vienna was 5*728 per 
cent against 5*853 per cent for London and 7*068 per cent for 
Berlin. These figures speak for themselves. 

^ Herr Fadern’s first article describing them in Die Zeit appeared on August 23, 
1907. It refers to the pressure on the krone during 1906 in consequence of the 
boom in New York and other foreign markets, a pressure against which the Austro- 
Hungarian Bank defended its gold and foreign exchange reserve by means of the 
devices described above. 

® On November 13, 1907, spot sterling in Vienna was 241*825, while forward 
sterling for the end of Noveml:>er was 241*400. 
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(7) THE MISES-FEDERH CONTROVERSY 

There can be no doubt that the reason why money rates in 
Austria remained low was the depreciation of the spot krone to a 
shade below gold export point, and the development of a wide 
premium on the forward krone, which rose above its Interest 
Parities. In consequence the transfer of short-term funds to 
London or Berlin, whether through covered or uncovered arbi- 
trage, was checked. It may be asked, however, whether the 
overvaluation of the forward krone and the depreciation of 
the spot krone were really the result of deliberate policy, or 
whether they resulted merely from the higher Bank rates in 
London and Berlin, and from speculative forward buying of 
kronen, stimulated by the fact that the spot krone was at gold 
export point. Herr Federn staked his whole reputation upon his 
assertion in his various articles ^ that official policy was the cause. 
On the other hand, his opponent, Professor von Mises, was equally 
emphatic in denying that any special devices had been applied by 
the Austro-Hungarian Bank, in 1907 or at any other time, for the 
purpose of discouraging the outflow of funds.*^ Herr Federn goes 
into minute detail in describing how the policy was carried out, 
showing how the Austro-Hungarian Banic discriminated between 
demand for foreign currencies for commercial purposes and for the 
purpose of interest arbitrage, how it refused to sell spot currencies 
while selling freely for forward delivery, on the assumption that in 
the then existing circumstances those who bought Forward Ex- 

^ “ Die Devisenpolitik der Bank ”, Die Zeit, August 23, 1907 (unsigned) ; a 
number of unsigned articles in Der Osterreichische Volkswirt, June 5, 1909, July 17 
1909, July 31, 1909, December 10, 1910, December 24, 1910, September 23, 1911, 
September 30, 1911, and October 7, 1911 ; “ Das Problem gesetzlicher Aufnahme 
der Barzahlungen in Osterreich-Ungarn ”, Schmollers Jahrbuch (vol. 34) 1910; 
“ Modem© Geldtheorie in osterreisch-ungarisches Bankprivilegium ”, Schmollers 
Jahrbuch (vol. 35), 1911; “Modern© Geldtheorie”, Jahrbuch der Qesetzgebung, 
Verwaltung und V olkswirtschaft (vol. 35) ; “ Die Frag© der Barzahlungen ”, Zeit- 
schriftfur V olkswirtschaft, SozialpoUtiJc und Verwaltung (vol. 19), 1910; and “ Ent- 
gegnung auf den Artikel von Dr von Mises ‘ Das Vierte Privilegium der oster- 
reichisch-ungarisehen Bank ’ ”, Zeitschrift fur V olkswirtschaft, Sozialpolitik und 
Verwaltung (vol. 19), 1910. 

2 “ Das Problem gesetzlicher Aufnahme der Barzahlungen in Osterreich- 
Ungarn ”, Schmollers Jahrbuch (vol. 33), 1909 ; “ Das Problem gesetzlicher 

Aufnahme der Barzahlungen in Oesterreich-Ungarn : Ein Schlusswort gegoniiber 
Walther Fedem ”, Schmollers Jahrbwh (vol. 34), 1910 ; “ Das vierte Privilegium 
der osterreichisch-ungarischen Bank ” and “ Entgegnung ”, both in Zeitschrift 
fur Volksmrtschaft, Sozialpolitik und Verwaltung (vol. 22), 1912. 
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change could not possibly use the funds for interest arbitrage. 
Being in close contact with the market, he was in an excellent 
position to ascertain the facts, which were never questioned by 
anyone apart from Herr von Mises. 

The latter, although he already had an international reputation 
as a theoretical economist, had no practical contact with the market, 
nor even, it appears, an adequate knowledge of the essential 
practical details. Indeed, he disclosed an ignorance of the differ- 
ence between long bills and Forward Exchange,^ an ignorance 
which, for an Austrian economist dealing with monetary questions, 
is indeed surprising even for pre-war days. His only evidence in 
support of his argument was a statement by Dr. von Bilinski, then 
Governor of the Austro-Hungarian Bank,^ according to whom the 
official policy at times of pressure due to international causes was 
to send gold freely to foreign markets in order to “ prevent there a 
further increase of interest rates which would otherwise lead to 
an artificial efflux of gold from the Monarchy, and consequently to 
the increase of interest rates ”. On the basis of this statement. 
Professor von Mises triumphantly pointed out that Austria- 
Hungary was pursuing, in fact if not in law, a policy identical with 
that of gold standard countries, and that she did not seek to avoid 
parting with gold when higher interest rates abroad provoked a 
pressure on the krone. 

(8) HEER PEDERN’S THEORY CONFIRMED 

This assertion was subsequently contradicted by no other person 
than Dr. von Bilinski himself, who had meanwhile become Austrian 
Finance Minister, and, having ceased to be a Central Banker, 
presumably felt no longer the same need for paying lip-service to 
monetary orthodoxy. In a speech before the Austrian Parliament 
on December 1, 1910, and in a subsequent speech, he opposed the 
adoption of the full gold standard on the ground that under the 
existing system the Austro-Hungarian Bank had a Very effective 
weapon at its disposal in defending the exchange, in that it could 
differentiate between those demanding Foreign Exchanges for com- 
mercial purposes and those who wanted them for arbitrage or 
speculation. This official statement confirmed (a) that it was the 

^ L. V. Mises, in Schmollers Jahfbit^, yol. 34, p. 416. See also Pedern’s answer 

in SchmoUers Jakrbuch, voL 35, p. 361, 

® Maci© on Oetobei* 2, 1906, in the course of an address to the Convention of 
Polish lawyers and economists in Cracow. 
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object of the authorities to use means other than the Bank rate to 
discourage the outflow of funds, and (6) that, with this object, the 
Austro-Hungarian Bank had adopted the tactics of diflerentiatiiig, 
in allotting Foreign Exchanges, between the requirements of trade 
and those of interest arbitrage, withholding allotment for the latter 
purpose. These admissions went a long way to confirm Herr 
Federn’s explanation. There was only one missing link : the exact 
method of discrimination had not been officially disclosed. Herr 
Federn’s theory that it assumed the form of freely allotting Forward 
Exchanges while declining to allot spot exchanges had not been 
openly endorsed by official quarters. Indeed, it would have been 
too much to expect that the Austrian authorities would publicly 
reveal the technical details of their tactics. But leading officials 
of the Austro-Hungarian Bank are known privately to have con- 
firmed Herr Federn’s assertions.^ In any case the practice of 
discrimination had been a matter of common knowledge among 
Vienna bankers in direct contact with the Foreign Exchange market, 
even though most of them had failed to grasp the broader implica- 
tions of the tactics pursued by the authorities. Even in our days, 
two decades after the events in question, it is possible to discover 
Austrian bankers who still remember what they then strongly 
resented as arbitrary ” discrimination on the part of the Central 
Bank in its allotment of Foreign Exchanges. We are therefore 
safe in accepting Herr Federn’s facts as having been definitely 
proved. 

^ Herr Federn, in his article in JSchmoUers Jahrbuch, 1911, quotes as a tacit 
official endorsement of his assertions the fact that, when in 1910 he addressed a 
public meeting, Herr Friedrich Schmid, deputy Secretary-General of the Austro- 
Hungarian Bank, and himself an author of repute on technical monetary subjects, 
took part in the debate, and while he criticised several of Herr Federn’s observations, 
did not contradict anything Herr Federn said about the forward rate policy adopted 
by his Bank. 

The number of those who had confirmed in public the existence of the policy 
described by Herr Federn was not confined to opponents of the adoption of the gold 
standard — they might be suspected of wanting to strengthen the case in favour of 
maintaining the monetary status quo. But several prominent experts favouring 
the adoption of the gold standard readily endorsed Herr Fedem’s findings. Director 
Gustav Rosenbaiim, of the Wechselstuben A. G. Mercur in an article appearing 
in the Osterreichische Volkswirt of Jiily 3, 1909, admitted that, with the aid of tlie 
tactics described by Herr Federn, it was possible, in certain circumstances, to avoid 
raising the Bank rate, but maintained that in such circumstances a higher Bank 
rate would be an advantage. Dr. August Bari, one of the leading Hungarian 
financial writers, in an article appearing in the Pinzint4zeti Szemle of Budapest 
on January 5, 1910, admitted the advantages of the tactics concerned, but main- 
tained that they were outweighed by the advantages of being on an effective gold 
basis. 
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(9) FORWARD EXCHANGE POLICY AFTER 1907 

After 1907 the Austro-Hungarian Bank resorted to the same 
tactics on two more occasions, viz. during the adverse pressures on 
the lorone caused by the international political tension, first in 
connection with the annexation of Bosnia in 1908-9, and later in 
connection with the Balkan war of 1912. On these occasions, 
however, the result of the official intervention in the Forward 
Exchange market was not so clearly discernible as on the occasion 
of the crisis of 1907. Nor were the circumstances so favourable 
for a successful application of the tactics which had produced such 
satisfactory results in 1907. For, as Mr. Keynes makes it plain, 
the technical devices that he advocates can be applied only against 
pressure due to causes other than an inherent weakness of the 
currency in question. They are not meant to combat either a 
fundamental disequilibrium or a genuine flight of capital. While 
in 1906-7 there was no trace of any inherent weakness of the krone, 
in 1908-9 and in 1912 there was a relatively moderate flight of 
capital, owing to political uncertainty ; by 1912, too, the trade 
balance had become adverse, producing a pressure on the krone 
which the technical weapons of Devisen-policy were unable to 
counteract. 

It is important to note that the technical devices described by 
Herr Federn were not used solely for the purpose of avoiding an 
unwanted outflow of funds for interest arbitrage. There was at 
least one instance in which they were known to have been used for 
the opposite purpose. During the first half of 1909, when con- 
ditions in the money markets of Western Europe were becoming 
increasingly easy, there was a heavy inflow of funds to Vienna to 
take advantage of the higher interest rates prevailing there. In 
spite of the cost of covering the exchange risk, the profit on trans- 
ferring funds for interest arbitrage to Austria was by no means 
inconsiderable. The management of the Austro-Hungarian Bank 
viewed the influx of funds with misgiving, owing to the possibility 
that it might cause overlending and a speculative boom, and also 
because of the danger of an inopportune and sudden withdrawal of 
the amounts lent to the Vienna market. To counteract the move- 
ment the Central Bank resorted to the same tactics as it had 
successfully employed against an outflow of funds. It stimulated 
the annreciation of the spot krone so as to discourage uncovered 
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interest arbitrage, and at the same time it caused the forward 
krone to depreciate so as to reduce the yield on funds invested in 
Vienna in covered interest arbitrage.^ 


(10) LESSONS OE THE AXJSTRO-HUNGAKIAN EXPERIENCE 

In view of the practical value of the experience gained by the 
Austro-Hungarian Bank, it is a matter for regret that the principles 
and the technique of its Devisen policy have not been the subject 
of more detailed investigation. The material we have assembled 
here is a mere fraction of that which could and should have been 
made available. 

Yet there is a great deal to be learnt from the available informa- 
tion upon the policy and tactics of the Austro-Hungarian Bank 
thirty years ago, in spite of the difference between conditions then 
prevailing in Vienna and present-day conditions in other centres. 
From this point of view, the conclusions of Herr Federn are dis- 
appointing. He maintains that, while the technical devices in 
question were applied successfully in relatively primitive conditions 
of a market of secondary importance, they could not be successful 
in the totally different conditions, involving a much larger turnover, 
in a first-class international financial centre such as London.^ 
There is, however, no reason to suppose that the devices which 
were applied successfully on a small scale in Vienna could not be 
applied with equally favourable results in London or other centres 
on a much larger scale, provided that their application were 
limited, in accordance with Mr. Keynes’s suggestion, to instances 
when selling or buying pressure on the currency is due to higher 
or lower interest rates in a foreign centre and not to inherent 
weakness of the currency concerned. 

The proof of the pudding is in the eating. We shall see in 
Chapter XXXVIII that during the period 1927-28 a Forward 
Exchange policy similar to that applied in Vienna before the war, 
and to that advocated by Mr. Keynes, was successfully applied by 
the Banl^ of France. It is true that the object was the diversion 
of unwanted funds from Paris and not their attraction. But this 
does not alter the fact that the oflBcial manipulation of forward 
rates is capable of influencing the movements of funds even in 
modern post-war conditions, and even in a centre of first-rate 

^ See dsterreicMsche YoUcswirt, July 17, 1909, p. 2. 

2 dsterreicMsche Volkswirt^ March 28, 1936, p. 505. 
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importance. The figures involved are many times larger than they 
were in Vienna before the war, but the principles involved are 
the same. 

The Mises-Federn controversy leads to an interesting question 
of principle, namely, whether the aim of monetary policy should 
be to prevent a gold outflow when that outflow would mitigate the 
rising tendency of interest rates abroad. This point raises the 
whole fundamental conflict between internationalism and isolation. 
Professor von Mises is a supporter of an internationalist theory, 
which explains his attitude towards Herr Federn’s explanation of 
the events of 1907. After all, as often as not the wish is father to 
the thought. Herr von Mises wanted to believe that Austria- 
Hungary had pursued an internationalist monetary policy, and 
found no difficulty in convincing himself that this was the case, 
despite the evident facts and despite official admissions to the 
contrary.^ 

The fundamental question of internationalism v. isolationism 
in relation to a Forward Exchange policy will be discussed in 
greater length in Chapter XLVI. Here let it be sufficient to point 
out that, whether the isolationist policy of the Austro-Hungarian 
monetary authorities was right or wrong, the manipulation of 
Forward Exchanges provided an effective mechanism for its 
successful execution. 

^ Incidentally, Professor von Mises proved to be a very bad loser indeed. Herr 
Federn had caught him out and exposed his errors of fact as well as his errors of 
interpretation. In 1910 Professor von Mises’s “ chief witness ”, Dr. von Bilinski, 
upon whose earlier statement his argument mainly rested, turned evidence against 
him. Most people in a similar position, if they were not great enough to admit 
having been wrong, would at least have retreated in silence. But not so Herr von 
Mises. In Ms article on the subject in the Zeitschrift fur Volkswirtschaft^ Sozial- 
politik und Verwaltung in 1912, two years after the official confirmation of Herr 
Federn’s thesis, he reiterated his old argument as if nothing had happened. He 
chose to ignore Dr. von Bilinski’s statement, and simply repeated his earlier 
assertion that for the Austro-Hungarian Bank there were no other means to pre- 
vent a rise in the exchange rate above a certain rate than the unrestricted sale of 
Foreign Exchanges at that level (p. 75fi). He even went so far as to assert that 
this thesis had never been disputed by anyone but “ a small group of Austrian 
writers This small group ” included such recognised authorities as Pro- 
fessor Bobert Zuckerkandl and Herr Friedrich Hertz, apart from Dr. von 
Bilinski himself. 



CHAPTER XXXVII 


KOSTBEVISEN OPERATIONS OF THE 
AUSTRIAN NATIONAL BANK 


(1) LEGACY FROM AUSTRO -HTOGARI AN BANK 

We have seen in Chapter XXXVI that the Austro-Hungarian 
Bank pursued a regular forward rate policy for years before the 
war, and that it had developed a highly-skilled technique of official 
Forward Exchange operations. It is only natural, then, that the 
Austrian National Bank and, to a less degree, the other Central 
Banks which succeeded the Austro-Hungarian Bank, should have 
been first in the field in adopting a Forward Exchange policy after 
the war. The Austrian National Bank was particularly qualified 
to carry on the traditions of the Austro-Hungarian Banli, for it 
inherited the latter’s Vienna head office with its experienced staff 
and its accumulated practical experience. Admittedly, the con- 
tinuity of this valuable experience was broken during the war and 
early post-war years. Moreover, the initiator of the Forward Ex- 
change policy of the Austro-Hungarian Bank, Secretary Kuhn, had 
died even before the war, and his successors either did not possess 
the same initiative and imagination or they did not have the same 
experience. Nevertheless, the Austrian National Bank had a better 
chance of benefiting from pre-war experience in official Forward 
Exchange operations than any other Central Bank. 

During the inflationary period, of course, the Austrian monetary 
authorities were not in a position to apply the experience which 
they had gained during the period of stability. In any case, the 
Austrian National Bank was not established until in January 1923, 
whereas the Austro-Hungarian Bank went into liquidation immedi- 
ately after the war. The provisional authority which was in charge 
of monetary affairs during the currency chaos of 1919-22 was not 
in a position to elaborate a Forward Exchange policy to suit 
abnormal requirements. It was not until after the establishment 
of the Austrian National Bank and the stabilisation of the krone 
that a Forward Exchange policy was adopted. But during the 
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period 1923-25, when Austrian finance was still suffering from the 
aftermath of the collapse of the krone, the Forward Exchange 
operations of the Austrian National Bank rendered invaluable 
service in improving conditions. 


(2) DEADLOCK AFTER STABILISATION OF THE AUSTRIAN 
CURRENCY 

Although the krone was stabilised in 1923, confidence in its 
stability was none too firm. Consequently, it was very difficult to 
obtain foreign credits to replenish the country’s capital resources, 
depleted by inflation. Some of the leading banks, with an inter- 
national reputation which had survived the collapse both of the 
Austro-Hungarian monarchy and of the krone, would have been 
able to obtain credits in terms of foreign currencies. They were 
reluctant to do so on any large scale, however, owing to the risk 
of big losses in the event of a new depreciation of the krone. More- 
over, the exchange restrictions introduced during the inflationary 
period prevented the revival of the highly-developed Vienna For- 
ward Exchange market which had existed before the war, for the 
restrictions remained to some extent even after stabilisation. 
Austrians were allowed to sell foreign currencies against each other 
for spot or forward delivery but they were not allowed to operate 
in Forward Exchange against Austrian currency. Thus, during 
the great gambling fever in francs in Vienna in 1924, francs were 
sold forward against dollars, not against kronen. And even if there 
had been an open market for forward kronen, there would have 
been too many sellers and very few buyers of the currency, and 
the cost of covering the exchange risk on foreign credits would 
have been prohibitive. 

Thus the position was that the Austrian banks were not prepared 
to borrow in sterling, dollars, etc., while foreign banks were even 
less prepared to lend in terms of kronen. The deadlock was com- 
plete. Notwithstanding the stabilisation, the Vienna money 
market was completely isolated from the international market. As 
a result, interest rates in Austria remained very high even after 
stabilisation. In the ordinary course, it would have taken many 
years for the accumulation of savings to produce a gradual decline 
of interest rates. Meanwhile, trade would have been severely 
handicapped by the |>rohibitive interest rates and lack of adequate 
wurking capital. 
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(3) NATIONAL bank’s , INITIATIVE 

In face of this situation the Austrian National Bank had two 
Itprnatives. The orthodox remedy would have been to keep the 
1 oi n vpTV hish level and to restore confidence in the krone 
of PoiSk and mthta deflation. Such a polio, 
iht possibly have graduaUy induced the Austrian hai*s to 
boKow in terms of foreign currencies notwithstanding the absence 
of facilities for covering the exchange risk. The result of such a 
Tmr however might have proved to be disastrous for the trade of 
sufiored ae Much as Auetria did between 1918 
,1 109 3 The Austrian authorities were wise enough to choose 
the other alternative which, while unorthodox, was substantially 
in accordance with the pre-war traditions of the country. They 
sought to attract foreign funds to Vienna by means of a Forward 
Fxchange policy which overcame the deadlock. 

From 1923 onwards, the Austrian National Bank was prepared 
to buv from the Austrian banks foreign currencies for immediate 
delivery and to resell them to the same banks for forward delivery. 

In othL words, it was prepared to provide a substitute for the 
lacking open market in forward kronen. As a result, foreign banks 
^ o rnubled to lend in terms of Austrian currency with the ex- 
ThLge rSk covered, and Austrian banks were enabled to borrow 
inTefL of foreign currencies without running any exchange risk. 
These operations were known as “ Kostdevisen ” transactions and 
u feature of the international market during 1923-24. 

Sough the forward krone (and subsequently the forward schiUmg) 
wab quoted by the Nationsl Bani at a fairly substantiid 
ZM^marain between interest rates in Vienna and m the Wcetem 
Eio^rZancial centres made it profltable to pa, the cost of 
covering the exchange risk. 

(4) SWAP ANU DEPOSIT OPBKATIONS 

Brit^h American a^h^fomiflub^^^^ 

NatiS BaiSS kronen V schillings) and resold them to the 

National Bank for delivery in three months ^ 

4 ner cent per annum. As they were able to the Austrian 
cunency to first-class Vienna banks at somethmg i 'e p 
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per annum, there was a net yield of 8 per cent per annum, which 
was quite satisfactory considering that there was no exchange risk. 
The discount charged by the National Banli varied between 1| and 
4-?* per cent per annum and was on the average between about 2 and 
2i per cent per annum. Needless to say, foreign banks were not 
prepared to commit themselves very heavily in this type of business 
Ld preferred in many instances to lend to Austrian banks in terms 
of foreign currencies, in which case it was the Austrian banks which, 
as principals, sold these currencies to the National Bank and 
rebought them for forward dehvery. The yield to the foreign 
lenders on such operations was always appreciably lower than the 
yield on their operations in terms of Austrian currencies. 

Asa result of these swap and deposit transactions it was possible 
to attract to Vienna substantial amounts of foreign funds which 
otherwise would not have come. Thanks to this influx, interest 
rates gradually declined from their prohibitive level to more normal 
figures. The technical arrangement made by the National Bank 
obviated the necessity for pursuing a deliberate poHoy of high 
Bank rate and deflation. Thus, in substance, the policy pursued 
was similar to the pre-war Forward Exchange policy of the Austro- 
Hungarian Bank. This is not admitted, however, by naost admirers 
of the latter’s policy, who maintain that the Austrian National 
Bank’s pohcy was inherently unsound and had nothing in common 
with the pre-war policy. Indeed, very few people have had a good 
word to say for the Austrian National Bank’s Forward Exchange 
operations. The National Bank itself probably now reprds them 
as an error of its early days, though in reality it certainly has no 
reason to be ashamed of the solution it adopted. 


(5) THE INFLATION BOGEY 

The main reason for the unpopularity of the National Bank’s 
“ Kostdevisen ” operations was the fear that they might lead to an 
inflationary expansion of the currency. In order to acquire foreign 
currencies through these swap operations, the Central Bank had to 
create currency or credit. Moreover, since the foreign currencies 
acquired formed part of the Bank’s metallic reserve, it was in a 
position to expand credit in accordance with its statutes to the 
extent of five times the amount thus acquired. It was argued that, 
since swap operations were essentially temporary, the withdrawal 
of foreign currencies by the lending banks might create an embar- 
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rassing position, in that it might compel the National Bank to 
contract credit at an inopportune moment. To my mind this 
argument sounds most unconvincing. In so far as the Central 
Bank did not create currency or credit in excess of the actual 
amount of the Foreign Exchanges acquired— even though under the 
continental system of reserve ratios it was entitled to expand credit 
to several times the additional metallic reserve — there would be no 
special difficulty in liquidating the situation, since the lenders, in 
withdrawing the foreign currencies, would pay for them in Austrian 
currency. Admittedly, this might be inconvenient for the country’s 
trade, if not also for the Central Bank, for trade would thus be 
deprived of some of its borrowed working capital ; but this is true 
of every form of short-term borrowing from abroad. Even if 
foreign funds are attracted by strictly orthodox methods of high 
Bank rate, they are always liable to withdrawal when the lenders 
find more profitable use for their money. From this point of view, 
there is no difference whatever between funds attracted by hi gh 
Bank rate and those attracted by means of Forward Exchange 
operations. This also answers the argument about the inflationary 
effect of using the foreign currencies as the basis of a defiberate 
credit expansion, and about the deflationary effect of the contraction 
of credit necessitated by the withdrawal of foreign currencies. 
Under the continental system of reserve ratios, this risk always 
exists, whether the Central Bank increases the basis of its currency 
and credit structure by means of high Bank rate or by means of 
Forward Exchange policy. 

(6) CRITICISM OB' KOSTDEVISBU OPBRATIOKS 

As a matter of fact the Austrian National Bank never intended 
to use “ Kostdevisen ” for the purpose of a credit expansion beyond 
that inevitably involved in the purchases.’- Notwithstanding this, 
many critics of the Bank, and also the League Finance Committee, 
viewed with suspicion the -increase of the Bank’s Foreign Exchange 
reserve through “Kostdevisen” operations. Until the end of 
1924 the Banlc included the amounts thus acquired in its ordinary 
Foreign Exchange reserve, although indicating their special nature. 
This practice was subjected to much exaggerated criticism. It was 
pointed out that, since the National Bank had actually resold for 
futme delivery the foreign currencies thus acquired, it had no 
1 This -was expressly stated in the annual report for 1924. 
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right to add them to its Foreign Exchange reserve. There may 
he much to be said in favour of a footnote reference to the amount 
of swap-devisen, but the attacks upon the National Bank for 
including them at all in its metallic cover were unjustified and 
hypocritical. After all, if an Austrian bank borrowed sterling for 
three months and sold it to the National Bank without covering, it 
would have had to repurchase it from the National Bank in three 
months’ time. All parties would be aware of the essentially tem- 
porary nature of Central Bank exchange acquisitions tWugh 
such transactions, yet it would not occur to anybody to suggest 
that it was the duty of the Central Bank to indicate specially that 
these Foreign Exchanges were liable to withdrawal in three months’ 
time. 

However this may be, acting upon pressure from the League 
Finance Committee, the Austrian National Bank decided at the 
end of 1924 to exclude “ Kostdevisen ” from its Foreign Exchange 
reserve. As a result, the reserve ratio dropped from 54-6 per cent 
on December 31, 1924, to 40 per cent on January 7.^ The statutes 
of the Bank were altered so as to provide that the swap-devisen 
should be added to various other kinds of foreign currency holdings 
which were not qualified to form part of the metalHc reserve. This 
omnibus item was to remain, however, part of the fiduciary cover. 

(7) LEAGUE PIXANCB COMMITTEE’S ATTITUDE 

For this reason, in spite of the change, the League Committee 
was not altogether reassured, and sought to impress upon the 
National Bank the necessity for caution regarding the volume of its 
“Kostdevisen” operations. In this respect it is interesting to 
quote the remarks of the report of the Finance Committee dated 
February 14, 1925 ; 

“ The Finance Committee view with satisfaction the exclusion 
from the gold and Foreign Exchange reserve of the Austrian 
National Bank of foreign currencies which flow into the Bank by 
way of the combined spot and forward transactions in Foreign 
Exchange (Kostgeschaft). The Finance Commitee entirely agree 
with the action of the National Bank in undertaking exchange 
business, whether spot or forward. They have, however, been 
impressed by the rapid expansion of the Kostdevisen transactions, 

> League of Nations Commissioner General’s Monthly Report on Austria, 
January 31, 1925. 
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whicli had comiterbalanced the decrease effected in the volume 
of bills discounted by the Bank. They were glad to note that 
their view and that of the Austrian National Bank coincide as to 
the monetary influence of the Kostdevisen, the credit created by 
this means being as much a part of the general credit structure as 
are discounts acquired by the National Bank. While expansion 
and contraction in the latter are controlled by a proper Bank rate 
policy, the former should be controlled by raising and lowering the 
rate charged for the Kostgeschaft. The Finance Committee heard 
with satisfaction that the Austrian National Bank scrutinises care- 
fully the nature and quality of the credits it grants, not only by 
way of its purchase of discounts but also by way of the Kost- 
devisen, with a view to confining these credits to strictly economic 
purposes.” 

Largely as a result of the attitude of the League Finance Com- 
mittee, the volume of the Kostdevisen operations of the Austrian 
National Bank gradually declined. Its highest figure was reached 
at the end of 1924, when it amounted to 179,856,000 schillings. By 
1927 it had declined to a negligible figure. Even up to this day 
the Bank return includes an item of Foreign Exchanges not 
included in the Foreign Exchange reserve ”, and a footnote indi- 
cates the exact amount of Kostdevisen represented in this amount. 
The rest consists of Foreign Exchanges ineligible as part of the 
metallic reserve. During the years of stability an open market 
had developed in Vienna for Forward Exchanges against schillings, 
and this reduced the necessity for official Forward Exchange 
operations. Notwithstanding this, it is a pity that the experiment 
was practically discontinued after the return of more normal 
conditions. While the system was in operation, it was of great 
assistance to Austria, and was largely responsible for the cheapening 
of money rates that prepared the ground for the gradual reduction 
of the Bank rate from 15 per cent in 1924 to 7 per cent by the end 
of 1926. 

(8) SWAP OPEBATIONS BY OTHER CENTRAL BANKS 

The Austrian National Bank was not the only Central Bank 
in the Succession States which took an active interest in Forward 
Exchange. To some extent the other Central Banks carried out 
operations somewhat similar to those of the Austrian National 
Bank. Article 127 of the statutes of the Czechoslovakian National 
Bank authorises the execution of Forward Exchange transactions, 
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but it is not known to what extent the Bank has availed itself of 
this right. Its exchange operations are included among “ Other 
Assets and Liabihties ” in the Bank return.^ Generally speaking, 
its activities consisted of regulating seasonal fluctuations in the 
supply and demand for Forward Exchanges for commercial pur- 
poses. Information about the Forward Exchange operations of 
the Central Banks of other Succession States is practically un- 
obtainable, though some of them are known to have been engaged 
in Kostdevisen transactions. 

Among the National Banks outside Europe, the Banco do Brasil 
took up the system of official swap operations and used it as a 
means of acquiring foreign deposits. While the Austrian National 
Bank and other Central European institutions operated exclusively 
through the local banks, the Banco do Brasil estabhshed direct 
contact with London, New York and other Foreign Exchange 
markets, concluding swap and deposit deals with foreign banks. 
In this instance the system produced an unfavourable result. It 
was used to a large degree for bolstering up an untenable position 
by means of the foreign short-term credits obtained through these 
swap operations. Eventually it became necessary in 1931 to con- 
solidate these and other external liabilities by means of a large 
banking credit. This example shows that official Forward Ex- 
change operations can lead to unfavourable results if the system 
is abused. 

(9) PEE-WAK AND POST-WAE METHODS COMPARED 

There is a subtle but none the less essential difference between 
the forward rate pohcy pursued by the Austro-Hungarian Bank 
before the war and that adopted by the Austrian National Bank 
and other Central Banks after the war. In both instances the 
international movement of short-term funds was influenced by 
means of the manipulation of the forward rate as an alternative to 
the orthodox Bank rate policy. In the case of the Austro-Hun- 
garian Bank, however, the forward rates were influenced by 
intervention in the normal Foreign Exchange market, while in the 
case of the Austrian National Bank and other Central Banks a new 
type of market was specially created by the Central Bank for swap 
and deposit transactions. This latter method is much more arti- 
ficial than the one pursued by the Austro-Hungarian Bank, which 

' X)r. Robert B. Kaeppelli, Der Notenbmkmmifeis in Theorie und Wirhlichheit 
(Fisoher, Jena, 1930), p. 202. 
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was so natural as to be almost imperceptible to all but the shrewdest 
observers with practical contacts with the market. The Austro- 
Hungarian Bank sought to influence the forward rate by influencing 
supply and demand. The Austrian National Bank fixed an artificial 
rate of its own in the absence of a market. 

A much more important difference is that while the Austro- 
Hungarian Bank merely aimed at maintaining the status quo in the 
Vienna market by counteracting, by means of a forward rate policy, 
any tendency detrimental to its equilibrium, the Austrian National 
Bank sought actually to increase the supply of funds in the market. 
In the case of the Austro-Hungarian Bank the object was the regula- 
tion of the international flow of funds ; in the case of the Austrian 
National Bank the object was short-term borrowing from abroad. 
Thus in spite of the high degree of similarity of the methods applied, 
it cannot be said that the policy pursued was identical. 



CHAPTER XXXVIII 


FORWARD EXCHANGE OPERATIONS OF THE 
BANK OF FRANCE IN 1927-28 


(1) A RADICAL IRKOVATIOl^ FOR AN ORTHODOX PURPOSE 

The examples quoted in Chapters XXXVI and XXXVII have 
shown that it is possible for Central Banks to influence the inter- 
national movement of funds through the manipulation of forward 
rates. We have seen that before the war the Austro-Hungarian 
Bank succeeded, by means of a skilful Forward Exchange policy, 
in retaining in Vienna short-term funds which would otherwise 
have been transferred abroad, and in restraining an influx of un- 
wanted funds. We have also seen that in more recent years the 
Austrian National Bank and possibly other Central European 
institutions, and also the Banco do Brasil, have succeeded in 
attracting funds from abroad by fixing the forward rates at a con- 
venient level. The object of the present chapter is to demonstrate 
more fully that Forward Exchange policy is by no means necessarily 
a “ one-way street ’’ ; that it can be applied to serve purposes other 
than the prevention of an outflow of funds or the encouragement 
of an inflow. An example of this was given in Chapter XXXVI, 
when we described the Austro-Hungarian Bank’s tactics aiming at 
the discouragement of an influx of funds in 1909. But the case of 
the Bank of France during 1927-28 is much more enlightening. 

It is remarkable that one of the most conservative Central 
Banks — ^which the Bank of France undoubtedly was until the 
revision of its statutes and the change of its control in 1936 — 
should have provided one of the most interesting examples of 
the application of technical but none the less radical monetary 
reform measures. The Bank of Prance, in initiating its Forward 
Exchange policy in 1927, was probably not aware that it was 
applying a radical reform measure. To reassure those who may 
be shocked by the revelation that in 1927 such a stronghold of 
monetary orthodoxy as the Bank of Prance could take the lead in 
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the adoption of radical reform, I hasten to add that this radical 
measure served an essentially orthodox purpose : to counteract 
monetary expansion and avoid a reduction of the Bank rate. 
Notwithstanding this mitigating circumstance, the fact remains 
that the rigidity of its statutes, the fundamental orthodoxy of its 
principles and the conservatism of its management, did not prevent 
the Bank of France from applying a very unconventional method 
of intervention when this suited its purpose. 

(2) CIRCUMSTANCES LEADING TO ADOPTION OE 
FRENCH FORWARD RATE POLICY 

While it is hardly surprising that the pre-war Forward Exchange 
operations of the Austro-Hungarian Bank and the post-war For- 
ward Exchange operations of various minor Central Banks have 
escaped attention, it is remarkable that the example of the Bank of 
France should have received so little publicity. After all, the events 
took place in recent years ; their details as well as principles were, 
moreover, public knowledge. The actual details of the Forward 
Exchange policy of the Austro-Hungarian Banli were never officially 
described ; but the operations undertaken by the Banli of France 
were repeatedly admitted in the annual reports of that Bank, in 
speeches by M, Poincare, and in various official documents. It is 
characteristic of the highly unsatisfactory state of the literature on 
Forward Exchange that the broader implications of the technical 
measures taken by the Bank of France were overlooked.^ 

The circumstances in which the French monetary authorities 
decided upon the adoption of their Forward Exchange policy are a 
matter of general knowledge. During the period of de facto stabilisa- 
tion between 1926 and 1928, there was a strong speculative buying 
of francs in anticipation of a further appreciation. The French 
authorities had to take up a large part of the Foreign Exchanges 
sold by speculators, and as a result there was a plethora of funds in 
the Paris market. The Bank of France had to increase its note 
issue and the volume of credit to pay for the sterling and dollars 
bought. Since the amounts thus acquired were not repatriated in 
the form of gold but remained abroad in the form of official 

^ Professor Demaria was the only author who connected the French official 
Forward Exchange operations with Mr. Keynes’s proposals. Mr. Hawtray refers 
to these operations casually in The Aft of Central Banking (p. 18), but does not 
enlarge upon the subject, nor does he connect the measures with Mr. Keynes’s 
scheme. 
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Frencli balances, they contributed towards the monetary ease in 
foreign markets, an ease which in turn facilitated the foreign 
buying of francs. The French authorities, determined to prevent 
inflation at all costs, sought first to check the buying pressure by 
creating dearer monetary conditions abroad. It was with this object 
in view that M. Poincare decided to withdraw gold from the Bank 
of England in May and June 1927.^ These withdrawals, however, 
provoked an outcry of indignation against such direct interference 
with the conditions of a foreign market, and M. Poincare decided to 
resort to more subtle and less aggressive devices. 

(3) OFFICIAL INTEBVENTION IN 1927 

In July 1927 the restriction on the export of capital was re- 
laxed, and in August the French banks were authorised to carry 
on arbitrage operations with foreign centres. At the same time 
the Government authorised the Bank of France to lend Foreign 
Exchanges to the French banks. The transactions assumed the 
form of swapping spot against forward sterling and dollars. The 
Bank of France sold spot sterling and dollars to the French banlis, 
repurchasing from them the same amounts for delivery in three 
months. The French banks were at liberty to employ these funds 
abroad, thus taking advantage of the higher interest rates pre- 
vailing there. Since the Bank of France repurchased the foreign 
currencies at a fixed rate, the banks did not run any risk of capital 
depreciation in the event of an appreciation of the franc. 

The removal of exchange restrictions would in itself have been 
sufficient to enable the banks to undertake interest arbitrage. 
The question is whether, in the absence of intervention on the 
part of the Bank of France, it would have been worth their while to 
invest short-term funds abroad. It is true that the market rate 
of discount was higher in London than in Paris, where the plethora 
of funds reduced interest rates considerably. During the spring 
of 192S, bill rates in London were about 4^ per cent, while in Paris 
they were about 2| per cent. In the absence of intervention, how- 
ever, speculative forward buying of francs would have widened 
the premium on forward francs to a figure at which it would have 
more than offset the discrepancy between bill rates. Thus, in 

i These withdrawals are discussed m detail in my books International Gold 
Movements, The Fight for Financial Supremacy, and Behind the Beenes of Inter- 
national Finance. 
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order to make the transfer of funds to London and New York 
profitable, the Bank of France quoted swap rates to the French 
banks which left a reasonable margin of profit on the covered 
interest arbitrage. In other words, the Bank of France was pre- 
pared to buy forward dollars and sterling at an overvalued level 
compared with their Interest Parities. This was done in order to 
induce the French banks temporarily to relieve the Bank of France 
of its excessive supply of foreign currencies. By such means the 
French monetary authorities hoped to be able to mop up the ex- 
cessive supply of notes issued, and credit created, in connection 
■with their purchase of Foreign Exchanges. 


(4) INCBEASE OP VOLUME OP SWAP OPERATIONS IN 1928 

The official swap operations gradually assumed considerable 
dimensions. Although initiated only in August 1927, their out- 
standing total reached 3 milliard francs by the end of September. 
It remained practically stationary until the end of the year. At 
the beginning of 1928, however, the complete removal of exchange 
restrictions increased the buying pressure on the franc, and the 
authorities had to take up further large amounts of Foreign Ex- 
change. To offset the increase of the note issue, the swap operations 
were further stimulated. The result was that by the beginning 
of June 1928 the total outstanding was over 15 milliards. 

The annual report of the Bank of France for 1927 makes a brief 
reference to these operations. A substantial part [of the francs 
issued as a counterpart to the foreign currencies acquii’ed] found 
its way back to us directly, through forward transactions in Foreign 
Exchanges which we were authorised by the Government to carry 
out in the Paris market, and which enabled us to lend temporarily, 
against immediate payment of francs, part of the Foreign Ex- 
changes acquired.” The bank’s annual report for 1928 gives more 
details of the development of these operations and of their subse- 
quent liquidation after the stabilisation of the franc. The ac- 
quisition of foreign cmrencies assumed extraordinary proportions, 
and it became increasingly difficult to absorb the francs created in 
consequence. We indicated in our last report the way in which a. 
large part of the notes issued and credit created as a counterpart 
to our gold and Foreign Exchange purchases had been withdrawn 
during 1927, by the bank of issue, through Forward Exchange 
transactions. . . . During the early months of 1928 this regulating 

2 A 
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movement was unable to assume sufficient dimensions to offset 
the increase of our note issue. To facilitate as much as we could 
the reflux of francs we increased our Forward Exchange operations 
to a considerable figure. The amount of foreign currencies thus 
lent to the French market against immediate payment of francs 
increased gradually, from about 2^ milliard francs at the end of 
1927 to about 15 milliards at the beginning of June. But these 
operations were only able to improve the situation temporarily, 
since the Bank bought for forward delivery the exchanges it sold 
for cash, and the liquidation of the operations had to result, sooner 
or later, in an issue of francs.” 

(5) FAVOUBABLE BESXJLTS OF THE SYSTEM 

Even though the official swap operations could not wholly 
prevent an unwanted expansion, they went a long way towards 
keeping down its amount. It was largely as a result of these 
operations that the Bank of France was able to maintain its dis- 
count rate at a relatively high level. Notwithstanding the buying 
pressure on the franc and the tendency towards easier money, the 
Bank rate remained at 5 per cent until December 1927 and at 
4 per cent until January 1928. It was still as high as 3| i)er cent 
at the time of the stabilisation of the franc in June 1928, notwith- 
standing the accentuation of the reflux of funds during the months 
preceding it. It may of course be asked whether it would not have 
been a better policy to allow the buying pressure to produce its 
natural effect on interest rates, on the volume of credit, and on 
commodity prices, and thus to produce its automatic corrective. 
After all, it was because the spot franc was so evidently undervalued 
that speculative buying was so persistent. It may well be asked 
whether a rise in French prices would not have mitigated the 
adverse pressure on sterling during the three years following the 
stabilisation of the franc, an adverse pressure which culminated 
in the suspension of the gold standard in Great Britain. 

It is, however, outside the scope of this book to criticise the basic 
principles of the French monetary policy of 1927-28. Whether 
that policy was right or wrong is a matter of opinion ; the fact 
is that its execution was facilitated to no slight degree by the 
application of the technical device of official Forward Exchange 
operations. 

The Bank of France report remarks that the relief brought by 
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the swap operations was necessarily temporary, since the Bank 
repurchased for future delivery the exchange it sold for cash. But 
it was always in a position to renew the existing arrangements by 
offering the French banks sufficiently attractive terms in the form 
of overvalued forward sterling and dollar rates. 

(6) CEITICISM OP THE SYSTEM 

The system was subjected to criticism outside the Bank on the 
ground that, since the French banks were always free to decline 
the renewal of the swap transactions, the existence of a large out- 
standing amount was like a Damocles’ sword which threatened to 
frustrate any attempt on the part of the Bank to contract credit, 
and which might have led to a sudden expansion at any moment.^ 
In reality the worst that could possibly have happened was the 
creation of the state of affairs that would have existed had the 
swap transactions never been undertaken. In mopping up part 
of the excessive note issue the Bank converted actual inflation into 
potential inflation. To object to the system on this ground is 
equivalent to objecting to President Roosevelt’s policy of financ- 
ing the deficit by Treasury bills rather than by crude currency 
inflation, simply because the non-renewal of Treasury bills might 
conceivably lead to currency inflation. 

M. Pierre Fraysinet took a broader view of the situation when 
he regarded these swap operations as a hidden reserve for the Bank 
of France.^ Until the stabilisation of the franc, the swap operations 
were not shown in the Bank retuim. Any adverse pressure on the 
franc might have been met by the non-renewal of swap transactions, 
in which case the fall in the foreign currency holdings would have 
been offset by the recovery of the amounts lent to the French banks. 
Indeed, even after stabilisation, when the Bank of France began to 

^ According to Dr. Robert B. Kaeppeli, Der Notenhankausweis in Theorie ^md 
Wirklichkeit (Fischer, Jena, 1930), the existence of a large official holding of swap 
exchanges was apt to render a high Bank rate ineffective since the banks were in a 
position to secure francs by liquidating the swap contracts (p, 150). 

Dr. S. Woltf, former financial correspondent of the Frankfurter Zeitung in Paris, 
writing in Wirtschaftdienst of October 19, 1928, states : “ The existence of swap 
commitments limits considerably the Central Bank’s freedom of action in the 
sphere of money market and discount policy ”, The answer to this criticism is 
that, so long as the forward rate was maintained at a level which left an adequate 
margin of profit on the transfer of funds from Paris, there was no need to fear an 
inopportune reflux of funds. 

2 P. Fraysinet, La Politique monMmre de la France 1924-1928 (Receuil Sirey, 
Paris, 1928). 
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publish the amount of its swap operations,^ the existence of a large 
outstanding amount provided a useful '' first line of defence ”, even 
though it was no longer invisible. The liquidation of the swap 
operations went a long way towards meeting the temporary adverse 
pressure on the franc which followed its legal stabilisation, a 
pressure due in part to the closing of speculative accounts in francs 
and in part to the Wall Street boom. 

(7) A TEMPORARY EXPEDIENT 

How far does the device applied by the Bank of France accord 
with Mr. Keynes’s proposal ? Even though Mr. Keynes had mainly 
in mind the use of official Forward Exchange operations to prevent 
a rise in interest rates, he also envisaged their use to prevent 
an unwanted fall in interest rates. The principle involved is the 
same. Whether the object is to prevent a rise or a fall, the system 
consists of counteracting, by means of Forward Exchange opera- 
tions, the effect of the international factor upon the internal 
monetary situation, so as to safeguard trade against an unwanted 
influence. The essential difference between the system advocated 
by Mr. Keynes and the one adopted by the Bank of France was 
that, while Mr. Keynes would like to see Forward Exchange opera- 
tions become part of the normal monetary policy, the Bank of 
France applied this device only exceptionally in order to cope with 
a temporary abnormal situation. As soon as that special situation 
ceased to exist, the Bank of France discontinued its Forward 
Exchange operations and liquidated its existing commitments. In 
this respect the remarks in its report for 1928 are worth quoting : 

'' The swap operations which proved to be highly salutary 
during the period of the de facto stabilisation of the franc, through 
reabsorbing temporarily the excess of liquid resources, ceased to be 
indispensable and could not be perpetuated under a normal regime. 
We endeavoured to proceed with their gradual liquidation, at first 
by changing the terms on which we were prepared to lend exchanges, 
and subsequently by ceasing to renew the swap transactions. This 
progressive liquidation is now complete. The amount of exchanges 
lent was 9777 million francs on June 25. By December 22, which 
was the last day of the business year, it had become reduced to 

i There was an item “ Engagements provenant de reports sar devises ” on the 
Liabilities side of the Baak return, and an item ** Devises ert report ” on the Assets 
side, ■ ' ^ ■ 
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about 25 millions, and even this amount disappeared from our 
account a few days later. Within six months we have thus taken 
delivery of Foreign Exchanges amounting to nearly 10 milliards, 
as and when the forward contracts matured.’’ 


(8) A LOST OPPOBTUXITY 

It is a pity that, in spite of its favourable results, the experiment 
was discontinued. For there would have been ample opportunity 
for the application of the device in the same sense in subsequent 
years, to the benefit of France and other countries. In 1930, in 
particular, it would have provided an ideal solution of the Franco- 
British differences over discount rate policy. As is well known, the 
British authorities at that time aimed at lowering interest rates in 
order to mitigate the depression that developed after the Wall 
Street slump. Since the French authorities were unwilling to adopt 
a similar policy, the result was an accentuation of the selling 
pressure on sterling. The application of the device of Forward 
Exchange operations would have enabled the French authorities to 
maintain interest rates at a relatively high level, in pursuance of 
the domestic discount rate policy which, rightly or wrongly, they 
were determined to pursue, without thereby aggravating the inter- 
national position of sterling. A resumption of the Forward 
Exchange policy adopted during 1927-28 would have enabled the 
Bank of France to prevent a flow of funds from London to Paris. 
The French authorities were at that time anxious to emphasise 
that, much as they would have liked to avoid aggravating the 
pressure on sterling, they were not in a position to counteract the 
natural tendencies in the Paris market. Their spokesmen repeated 
to boredom the inability of the Bank of France, owing to the 
rigidity of its statutes, to intervene effectively. As, however, these 
same statutes did not prevent the French authorities from under- 
taking Forward Exchange operations to counteract an unwanted 
tendency in 1927-28, there is no valid reason why they should not 
have fallen back upon the same device for the same end three ^mars 
later. 

(9) PROFIT OR LOSS ? 

It is perhaps w'^orth mentioning that, far from being costly, the 
Forward Exchange policy pursued by the Bank of France during 
1927-28 was highly profitable. The item of ''Commissions et 
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inter^t stir operations de change” showed a profit of 14,864,642 
francs during the first half of 1928. During the second half of that 
year, when most swap operations were allowed to expire, the profit 
declined to 6,426,189 francs, and since 1929 the item has ceased to 
be published. Even though profit on other Foreign Exchange 
operations must have contributed to the total, there can be no 
doubt that the result of swap transactions constituted the bulk of it. 

Considering that Mr. Keynes’s scheme is opposed partly for fear 
of the heavy cost involved, it is of particular importance to note 
that in given circumstances the operations can actually yield a 
direct profit, apart altogether from the benefit derived from its 
general effects, for the sake of which it would be well worth while 
even to bear a direct financial loss on the operation. If the mone- 
tary authorities, in the course of their intervention, are sellers of 
their own national currency for forward delivery at a premium, or 
if they are buyers of their own national currency for forward 
delivery at a discount, they make a profit. If intervention involves 
forward buying of the national currency at a premium, or forward 
selling of the national currency at a discount, the result is a financial 
loss. 

(10) ITALIAN TORWAED RATE POLICY, 1925-26 

Even before the Bank of France began its Forward Exchange 
operations, a forward rate policy, which in outward appearance 
w'as of a somewhat similar kind, had been pursued for a short 
while by the Italian Treasury. Between September 1925 and 
April 1926 the Italian Treasury sold spot exchanges and repurchased 
Forward Exchanges. On other occasions it bought spot exchanges 
and resold Forward Exchanges. Thus, while the French authorities 
operated only one way, with the aim of encouraging an outflow of 
short-term funds, the Italian authorities operated both ways, 
encouraging both the inflow and the outflow of short-term funds. 
According to a theory elaborated by Professor Demaria, ^ the 
object of this policy was to facilitate the international movement 
of short-term funds to and from Milan and presumably to prevent 
these movements from affecting the spot rate. This arrangement 
was supposed to have been meant to act as a shock-absorber, 
in the absence of international gold movements. Whenever there 

\ Giovanni Demaria, “ I Saggi di Biporto e di Deporfco della Lira Italiana a 
Londx’a dal 1921 al 1928 published m Mivista Internazionale di Scienze Sodali, 
November-December, 1928, pp. 139-142. 
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was an outflow of short-term funds, the Italian Treasury was a 
buyer of spot lire and a seller of forward lire, thereby preventing 
the outflow from causing a depreciation of the spot lira. Whenever 
there was an inflow of short-term funds, the Treasury was a seller 
of spot lire and a buyer of forward lire, thereby preventing the 
movement from causing an appreciation of the spot lira, an apprecia- 
tion which subsequently would have proved difficult to maintain 
and which would thus have led to unnecessary fluctuations. The 
application of these tactics — whose existence has never been 
officially confirmed — was discontinued in April 1926, owing to the 
development of a sweeping speculative movement, in the face of 
which such a policy could not have produced any useful results. 

Unlike the French Forward Exchange operations, the Italian 
operations were not linked to discount rate policy. Indeed, the 
Milan money market was far less developed than the Paris money 
market, and, in any case, in the unstable exchange conditions then 
prevailing, it was necessarily less sensitive to technical influences 
than the Paris money market was during the period of de facto 
stability. Nor is it possible to accept definitely, in the absence of 
further evidence, the theory that the Italian authorities pursued 
a forward rate policy similar to that of the Austro-Hungarian Bank, 
by which they sought to regulate the international movement of 
funds through fixing the forward lira rate at a level at which it 
was calculated to provoke an influx or an efflux of balances. Such 
a policy presupposes reasonably stable monetary conditions, and a 
highly developed international arbitrage operating freely in both 
directions. Neither of these conditions existed in Italy during 
1925-26. 

The Italian experience shows, however, that official Forward 
Exchange policy can be pursued for the purpose of supporting the 
spot rate without thereby causing any lasting decline in the gold 
and Foreign Exchange reserve, through offsetting any spot sale of 
Foreign Exchanges by a corresponding forward purchase. I am 
inclined to believe that this was the sole object of the Italian official 
swap operations during 1925-26. These operations did not pursue 
objects of broader monetary or economic policy, but merely aimed 
at increasing the efficiency of the defence of a currency against an 
acute attack. They belong to the realm of defensive intervention 
and will be discussed under that heading in Chapter XL. 



CHAPTER XXXIX 


THE REICHSBANK AXB FORWARD EXCHANGE, 

(1) CHANGE OF POLICY AFTER THE WAR 

Although I am definitely in favour of official intervention in the 
Forward Exchange market, it is not the object of this book to 
make out a case for such intervention regardless of the facts that 
could be quoted against it. Thus I have sought to present all the 
material facts, irrespective of whether they are favourable or un- 
favourable to intervention. The reader will be in a position to 
judge for himself whether or not official operations in Forward Ex- 
changes are desirable. In the last chapter we gave details of a case 
in which official manipulation of forward rates was essentially 
successful. In the present chapter we shall examine a totally 
different case, in which intervention was essentially a failure : for 
experience of the Reichsbank’s Forward Exchange operations after 
the war does not exactly encourage belief in the utility and effective- 
ness of such operations in given circumstances. 

Before the war the attitude of the Reichsbank towards Forward 
Exchange dealings, in contrast to that of the Austro-Hungarian 
Bank, was one of strict neutrality. In fact the German Bank Act 
of 1875 made it unlawful for the Reichsbank and the minor issuing 
banks then operating to buy or sell for forward delivery. Although 
this law referred only to commodities and securities, it was con- 
sidered to apply also to Foreign Exchanges. For this reason, in 
December 1919 Article 7 of the Bank Act was in part suspended. 
Article 6 of the new Act authorised the Reichsbank to deal in 
Forward Exchanges. Its text is as follows : Up to December 31, 
1930, the Reichsbank is empowered for the purpose of meeting its 
own liabilities in foreign currencies, to buy Devisen for future de- 
livery and to resell for future delivery the Devisen bought for that 
purpose The central committee of the Reichsbank was author- 
ised to suspend this article before it expired.’^ 

^ l)r, Joachim Yogol, Doa Deviaentermingeschdfti p. 4. 
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(2) SAFEGUARDING EXPORTERS AGAINST EXCHANGE RISK 

On the basis of this law the Eeichsbank embarked upon Forward 
Exchange operations of a distinctly limited scope and of a distinctly 
one-sided character. It had undertaken to buy from German ex- 
porters the proceeds of their exports to be delivered at a future 
date. This was done partly through a curious system of issuing 
fictitious bills, the so-called “ Kurssicherungstratten These were 
bills issued by German exporters, not for acceptance or payment 
by the foreign importers, but solely for the purpose of being dis- 
counted at the Eeichsbank. The latter paid cash at a fixed 
exchange rate, so that the transaction was not really a Forward 
Exchange operation but a discounting operation, even though 
the Eeichsbank received no bills in the real sense of the 
term. Such operations were conducted even before the altera- 
tion of the Bank Act, and they have been carried out ever 
since. Indeed, under the regime of stringent exchange restric- 
tions, which completely killed the Forward Exchange market in 
Berlin after 1931, these Kurssicherungstratten have remained the 
only means by which German exporters can cover their exchange 
risk. 

After the passing of the new law in 1919 the Eeichsbank began 
to buy Forward Exchange from exporters for dates up to three 
months. According to Dr. Vogel, the experience of the Eeichsbank 
with this kind of forward transaction was highly unfavourable. 
The bank adopted an essentially passive attitude towards exporters, 
who were at liberty to unload their Forward Exchanges whenever 
this suited them. In practice this meant that the Eeichsbank 
was- certain to be flooded with Foreign Exchanges whenever the 
mark showed a tendency to recover. On the other hand, when- 
ever the mark tended to weaken, exporters preferred, for obvious 
reasons, to abstain from surrendering their foreign currencies in 
advance. Admittedly, exporters might make mistakes in antici- 
pating exchange movements and might sell their Foreign Exchange 
to the Eeichsbank at the wrong moment. On the whole, however, 
the chances were rather against the Eeichsbank, and the result 
of its operations is understood to have been a heavy loss. In 
1920 its total losses on Foreign Exchange amounted to four milliard 
marks. Although a large part of this may have been due to losses 
on credits contracted in terms of foreign currencies, there can be 
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no doubt that the Forward Exchange operations were in no slight 
degree responsible for it. 

(3) AN INADEQUATE ARRANGEMENT 

The Reichsbank charged an insurance premium of 1 per cent 
per month for the Forward Exchange it bought from German 
exporters. During the early phase of inflation this was a very 
substantial percentage, which must have tended to discourage 
exporters from availing themselves of the facilities whenever they 
had no definite reason to suppose that the exchange would move 
against them. Subsequently, the charge was raised to 1 per cent 
per halfimonth, while by November 1920 it had reached 3 per cent 
per half-month.^ Later on, however, with the development of 
an open Forward Exchange market, the Reichsbank reduced its 
charges, and from the middle of 1921 the premium was about | per 
cent per month for periods not exceeding six months. Provision 
was made for renewal of the forward contracts if exporters were 
unable to deliver the foreign currencies by maturity. 

With the development of an open market for Forward Exchange 
in Berlin the Reichsbank’s arrangement lost much of its early 
significance, as exporters were often able to cover on more advan- 
tageous terms through the banks. Subsequently, when inflation 
attained a more advanced stage and when the depreciation of the 
mark became almost continuous, the whole object of the arrange- 
ment was lost, since exporters, far from being anxious to sell the 
proceeds of their exports in advance, endeavoured to retain them 
up to the last possible moment. 

Evidently, these operations by the Reichsbank after the war 
did not form part of the bank’s monetary policy. They did not 
aim at influencing the trend of the market or the international 
movement of funds. According to Vogel, the main object was to 
cover in advance the Government’s Foreign Exchange require- 
ments.^ The secondary object of the arrangement was to assist 
export trade, though the cost of the facilities, as we have shown, 

^ For the details of the working of this arrangement see Vogel, Das Devisen- 
termingeschdft, p. 6* 

® Op. cit, p, 6, Vogel remarks that even this end was not necessarily served, 
since exporters were very frequently unable to deliver the Foreign Exchanges by 
the maturity dates and often found justiEcation for backing out of the contract 
altogether, so that the Reichsbank never knew for certain whether the exchanges 
bought would in fact be forthcoming in due course. 
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was far too high. As for importers, they were left to fend for them- 
selves. No official arrangements were made to enable them to 
cover their Foreign Exchange requirements in advance. 

(4) XO FOEWARD BATE POLICY 

During the early stages of inflation the Reichsbank’s arrange- 
ments may to some extent have helped to encourage foreign trade, 
but apart from this there appears to be very little which can be 
said in favour of the system. It did not materially assist in the 
development of an open Forward Exchange market, for this took 
place independently of the Reichsbank’s operations, on the initiative 
of leading private banks. The whole system lacked the subtlety 
and adaptability which were essential for its satisfactory working. 
There was not the least effort made to pursue a forward rate policy, 
in the sense of regulating the rates with a definite purpose in view. 
It must be borne in mind, however, that the German authorities 
after the war did not possess adequate experience and technical 
knowledge to enable them to make the best of the experiment. 
Nor were general conditions favourable to the operations. Even if 
the Reichsbank had possessed all the technical skill required for 
successful forward operations, it stood but little chance of succeeding 
amidst the disturbed conditions between 1920 and 1923. 

The Reichsbank itself became thoroughly discouraged by the 
unfavourable results of its intervention. After the abandonment 
of the arrangement during the more advanced stages of inflation, it 
has since kept strictly aloof from Forward Exchange operations — 
apart from the discounting of “ Kurssicherungstratten ’’ — in spite 
of the strong demand for active intervention that arose, for more 
than one reason, during the period of stability. 

(5) DE. schacht’s dilemma 

An interesting instance of the circumstances in which the 
Reichsbank might usefully have resorted to Forward Exchange 
operations on the lines of those pursued by the Austro-Hungarian 
Bank two decades earlier, and by the Bank of France some months 
later, was provided by the experience of the German Black Friday 
of May 13, 1927. On that day credit restrictions were resorted to, 
giving rise to a heavy fall in the Bourse, and leading — on June 10 — 
to an increase in the Bank rate from 5 to 6 per cent. The circum- 
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stances in which this policy of credit restriction was adopted were 
revealed on June 21 in Dr. Schacht’s evidence before the Committee 
appointed by the Reichstag to investigate monetary and credit 
problems. In the course of his evidence, Dr. Schacht complained 
about the heavy influx of foreign short-term loans — they amounted 
to some 800,000,000 reichsmarks within a few weeks during 
March 1927 — the proceeds of which were used to bolster up specula- 
tive positions on the Bourse. Although Dr. Schacht claimed that 
in any case the technical position of the Reichsbank necessitated the 
special measures, their main object was evidently to bring about a 
liquidation of bull positions on the Bourse in order to reverse the 
influx of short-term funds, which Dr. Schacht considered to be 
dangerous. He held the view that, apart from encouraging specu- 
lation on the Bourse, such an influx exposed the reichsmark to 
risk of sudden selling pressure through the withdrawal of the 
foreign short-term deposits. On the other hand, in earlier evidence 
before the same Committee, he expressed fears that such an influx 
might force the Reichsbank to lower the rediscount rate against its 
will. 

This was evidently a case in which a forward rate policy might 
usefully have been adopted. The sterling and dollar deposits 
obtained abroad by German banks were for the most part covered 
against exchange risk, and, since the forward reichsmark was at a 
discount, the cost of covering increased the cost of the loan trans- 
actions. Similarly, when the loans were granted in terms of 
reichsmarks, the foreign lenders invariably covered their exchange 
risk, and were prepared to lend only if, after deducting the cost of 
the swap, the net yield on the transaction was sufiiciently tempting. 
Throughout that period the discount on forward reichsmarks was 
not nearly wide enough to offset the difference between money rates 
in Germany and abroad. In other words, the forward reichsmark, 
even though at a discount, was perceptibly overvalued ; although 
it was in the vicinity of its discount rate parities, the interest rates 
paid by German banks for dollar and sterling deposits, and especially 
for reichsmark deposits, were well above the market rate of discount 
in Berlin. The cost of covering the exchange risk was thus unduly 
low. Had the Reichsbank resorted to intervention for the purpose 
of deliberately widening the discount on forward reichsmarks, it 
would have increased the cost of borrowing abroad and would have 
discouraged the influx of funds. There would have been no need 
to resort to swap transactions, for these would have involved a 
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reduction of the Foreign Exchange reserve or the raising of credits 
abroad. It would have been sufficient to sell forward reichsmarks 
outright. This would have involved no risk for the Reichsbank, 
since an appreciation of the Reichsmark above gold import point 
was out of the question. 


(6) FOEWAUD REICHSMARKS UNDER GOLD POINT 

Another instance in which the adoption of a forward rate policy 
might have been worth considering arose towards the end of 1930, 
when the discount on the forward reichsmark became rather wide, 
partly because of the high interest rates prevailing in Germany, 
but largely in consequence of the pessimism caused by the National 
Socialists’ jirogress at the General Election of September 1930. Even 
when the spot reichsmark depreciated to gold export point, the 
forward reichsmark remained at a substantial discount and was 
therefore considerably beneath gold export point. ^ The reason 
for this was that, although the gold standard appeared to have been 
safely established in Germany, there was some doubt in the minds 
of many people whether the Reichsbank would always be in a 
position to allow a free outflow of gold and thus to maintain the 
reichsmark at par. For this reason there was a limit to the extent 
to which foreign dealers were prepared to carry open position in 
reichsmarks, even when the forward rate was actually under gold 
export point. Whenever an adverse change in the trade balance 
or an outflow of capital brought the spot reichsmark to gold export 
point, the forward reichsmark depreciated materially below gold 
export point. Consequently, German importers who covered their 
exchange requirements in advance were penalised by unfavourable 
forward rates. It was therefore suggested that the Reichsbank, 
in addition to holding the spot rate at gold export point, should 
intervene in the forward market and prevent the depreciation of 
the forward reichsmark below gold export point by selling forward 
currencies whenever necessary. Apart from their value to German 
importers, such measures were advocated also as a means of re- 
taining foreign short-term capital in Germany. Foreign lenders 
in 1930-31 found it at times too costly to cover their exchange 
risk owing to the depreciation of the forward reichsmark below its 

^ I discussed in detail this anomalous position in an article in tlie March 1931 
issue of the Economio Journal^ entitled Recent Changes in tlio London Gold 
Market ” (p. 64 ) ; and in my book IniemcUional OoH Movements^ 2nd ed,, pp. 119- 
120 . 
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Interest Parities. It was pointed out that an official intervention 
to support the forward reichsmark would have had the dual 
advantage of reducing the interest rates at which foreign banks 
were prepared to lend to German banks in terms of reichsmarks 
and of cheapening the cost of imported raw material.^ 

The Reichsbank, however, was not prepared to fall in with these 
suggestions. Under the existing banking legislation it was im- 
possible for the Reichsbank to undertake Forward Exchange 
transactions, as the authorisation given by Parliament in 1919 was 
subsequently withdrawn. In some quarters it was also feared that 
an artificial appreciation of the forward reichsmark might lead to 
an excessive influx of short-term funds and might encourage over- 
lending and speculation. According to Herr Waldenburg,^ if the 
forward reichsmark depreciated below gold export point there was 
no need for German importers to cover their Foreign Exchange 
requirements. If they did so nevertheless, the unfavourable rate 
was '^a punishment for their pubHcly manifested distrust in the 
currency ”. In fact a number of importers left their exchange 
commitments uncovered when the forward reichsmark was below 
gold export point, and the cost of forward covering thus saved 
constituted a kind of premium reserve against the risk involved. 
Herr Waldenburg goes so far as to say that the Reichsbank, had it 
decided to intervene, should have operated in the opposite direction 
to that suggested ; instead of reducing the discount on forward 
reichsmarks, the authorities, according to him, should have widened 
it ; instead of rewarding and encouraging distrust in the stability 
of the currency they should have penalised it. Neither of these 
opposing suggestions was, however, adopted, and the Reichsbank 
retained an attitude of strict neutrality towards the Forward 
Exchange market. 

(7) OTHER CENTRAL BANKS’ COMMERCIAL EORWARI) OPERATIONS 

The Reichsbank was by no means the only institution which 
after the war undertook Forward Exchange transactions for the 
purpose of relieving exporters of the exchange risk. Similar 
arrangements were made at one time or other by several con- 
tinental central Banks, especially by Central European authorities, 

1 Georg Waldenburg, “ Die Kurasieherung im Devisen-TermingescMft Di& 
Bank, Dec. 6, 1930, p. 1881. 

® Op. ciL p. 1883, 
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which, showed more inclination to adopt an active attitude towards 
Forward Exchange than did the authorities in other parts of the 
world. In Czechoslovakia, for instance, before the establishment 
of the National Bank, the Government Banking Office was pre- 
pared to buy Foreign Exchange for forward delivery. In other 
instances, Forward Exchange operations undertaken by the mone- 
tary authorities in the interests of foreign trade were not confined 
to the buying of exchanges originating from export trade. The 
importers were also looked after, the authorities enabling them to 
cover their requirements in advance. In countries with exchange 
restrictions, such arrangements were particularly beneficial to 
import trade. 

As I have already pointed out, such activities do not constitute 
measures of monetary policy. Their scope is not very ambitious, 
but in so far as they provided Forward Exchange facilities for 
foreign trade when such facilities were not otherwise available, 
they were none the less helpful. 



CHAPTER XL 


EXPERIENCE IN DEFENSIVE INTERVENTION 

(1) THREE SCHOOLS OF THOUGHT 

The experience of the Austro-Hungarian Bank, the Austrian 
National Bank, and the Bank of France in the sphere of Forward 
Exchange provides examples of official intervention in the Forward 
Exchange market for the purpose of deliberate monetary policy. 
The experience of the Reichsbank and other monetary authorities 
provides examples of intervention with the object of meeting the 
requirements of foreign trade. The present chapter will discuss 
some examples of official intervention of a third type — intervention 
in the interests of the defence of the currency against an acute 
attack. Although, strictly speaking, such measures form part of 
the monetary policy of the countries concerned, they differ from the 
Forward Exchange operations undertaken by the Austrian, French, 
and other monetary authorities in that they do not aim at in- 
fluencing internal money rates or the movements of funds. They are 
merely tactical devices for the purpose of fighting bear speculation 
against the national currency. 

Upon the question of the attitude of Central Banks towards 
Forward Exchange in face of an attack on the national currency, 
there are four main schools of thought among theoretical and 
practical experts. According to the first, the attitude of the mone- 
tary authorities should be one of complete neutrality towards 
Forward Exchange. They should confine their activities to spot 
exchange. Opponents of the neutral ” school fall into two cate- 
gories. According to the one, intervention by the monetary 
authorities in the Forward Exchange market should aim at sup- 
porting forward rates at or above their Interest Parities. According 
to the other school, the object of official intervention in the Forward 
Exchange market should be to discourage bear selling by making 
its cost prohibitive. This can be achieved by artificially depreciat- 
ing the rates well beneath their Interest Parities. The most extreme 
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school favours a complete prohibition of speculative operations in 
Forward Exchanges.^ 


(2) FEENCH EXPEEIENCE IN SUPPOETING FORWARD RATES 

The experience of the post-war currency fluctuations, as well as 
recent experience, provides examples of every kind of defensive 
intervention. Between 1924 and 1926 the French Treasury under- 
took Forward Exchange operations on a large scale. In its efforts 
to mop up the francs in the international market and to squeeze the 
bears, it bought forward as well as spot francs on various occa- 
sions. On the occasion of the famous bear squeeze of March 1924, 
M. Poincare confined his operations to spot francs, but on various 
subsequent occasions the French authorities were understood to 
have operated extensively in forward francs also. In the absence 
of adequate information upon the details of these operations, it is 
difficult to ascertain the extent to which they influenced the tend- 
ency of the exchanges concerned. The interventions did not lead 
to decisive results, but beyond doubt they did contribute towards 
bringing about the bear covering which was their object to secure. 

Admittedly, the same object could have been attained also by 
buying spot francs on a more extensive scale. But there were two 
advantages in buying forward francs — first, the Forward Exchange, 
being at a substantial discount, was cheaper ; and secondly, the 
decline of the stock of Foreign Exchange through the supporting 
operations was deferred to a future date. The operations compelled 
sellers of forward francs to cover, and thus led to buying pressure on 
both spot and forward rates. 

It is an open question whether the bear squeeze carried out by 
means of operations in Forward Exchange was on balance more 
effective than a corresponding increase of operations in spot 
exchange would have been. After aU, if the spot exchange began 
to appreciate, those who had short positions w^ould hasten to 
cover in any case, so that the effect would tend to be as pronounced 
as if the authorities had bought Forward Exchanges which had to 
be delivered on maturity. Moreover, intervention in the spot 
market produces an immediate and dramatic effect instead of a 
gradual and deferred one. 

^ The attitude of these various schools is discussed in detail in chap. xxiv. of my 
book Monetary Eeform in Theory and Practice (Kegan Paul, London, 1936), p. 186 
et seq. 

2 B 
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(3) THE ITALIAN EXPEEIEHCE OF 1925-26 

It is believed that during 1925 and 1926 the French authorities 
intervened in the Forward Exchange market by means of both ont- 
right and swap transactions. Very little has been written about 
the technical details of those operations or the policy behind them. 
On the other hand, we are fortunate in possessing some information 
regarding the swap operations undertaken by the Italian Treasury 
in 1925-26. In Chapter XXXVIII I briefly examined these 
operations in order to decide whether they could be regarded as 
constituting a forward rate policy. I then pointed out that it 
seems probable that the sole object of these swap transactions was 
to enable the Italian Treasury to support the spot lira without 
thereby diminishing its stock of Foreign Exchange. Professor 
Demaria describes this manoeuvring in some detail in his book 1 
Saggi cli Riporto e di Deporto della Lira Italiana a Londra dal 1921 
al 1928.1 Instead of endeavouring to squeeze the bears by buying 
forward lire, the Italian Treasury in September 1925 adopted the 
tactics of buying spot- lire and selling forward lire. The idea of 
buying spot lire was of course to mop up the lira supply in the 
international market and thereby to support the spot rate. The 
simultaneous sale of forward lire pursued a dual object. In the 
first place it enabled the Treasury to make good the depletion of 
its Foreign Exchange supply caused by the spot operations ; even 
though it had to part with Foreign Exchange, when the forward 
contracts matured it recovered the amounts thus temporarily relin- 
quished. The second object, according to Demaria, was to compete 
with the bears in selling forward lire so as to increase the cost of 
speculation. Later in this chapter we shall encounter a somewhat 
similar policy adopted some ten years later by the Dutch authorities 
in their defence of the guilder. 

Since the forward lira was at a fairly substantial discount 
throughout the period concerned, the swap transactions resulted in 
a considerable net loss to the Italian Treasury. And since the^ 
turnover was by no means negligible, the total spent on these 
operations must have been substantial. Banking circles in London, 
where a ver^^ large proportion of these official swap operations were 
carried out, were piizzled to no slight degree by the freedom with 
which the Italian Treasury gave away large amounts in the form of 

^ See also Professor Deinaria^s article in the Mivista Internazionale di Bcienze, 
Soziali of November-Deeembor, 1928, pp. 143^146. 
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swap margins. ' In Italy, however, the ■ view was held that the 
amount thus lost was well spent. There can be no doubt that the 
monetary authorities feel more at liberty to allow their stock of 
Foreign Exchange to decline in support of the spot exchange if they 
hold the counterpart thus spent in the form of forward contracts by 
wdiich they will recover their loss within three months. 

The question is whether selling pressure on the forward lira did 
not annul the biiying pressme on the spot lira, by giving rise to an 
outflow of funds through profitable interest arbitrage transactions. 
But, whether or not this was so in this particular instance, it is clear 
that if the arbitrage outflow is minimised by exchange restrictions, 
then the whole policy wdll be beneficial to the spot rate. Other- 
wise, as we shall see in the case of Holland, the policy is largely futile. 

(4) THE BRITISH EXPERIENCE OP 1031 

When, during 1925 or thereabouts, the Italian and French 
authorities intervened in the Forward Exchange market to fight 
speculation, the spot lira and franc were exposed to very wide 
fluctuations. We must now inquire, therefore, how the argument 
for or against intervention is modified when the movement of the 
spot exchange is confined to narrower limits, either through the 
operation of the gold standard or through the maintenance of its de 
facto stability by official intervention in the spot market. From 
this point of view an examination of the British experience of 1931 
is especially interesting. During August and September 1931 the 
British authorities sought to maintain sterling, in face of a sweeping 
flight of capital, by means of dollar-franc credits obtained to an 
amount of £130,000,000. The authorities carried out operations in 
the spot market. At the same time they were also understood to 
have operated, at times fairly extensively, in Forward Exchange. 
The persistent selling pressure on sterling tended to keep the spot 
rate around gold export point, and since interest rates in London 
were higher than in Paris or New York, forward sterling tended to 
go to a fairly substantial discount on an interest basis. 

Admittedly, in normal conditions, when there was adequate 
confidence in the stability of sterling, the higher interest rates pre- 
vailing in London would not in themselves have caused forward 
sterling to go to a discount. Many merchants as well as arbit- 
rageurs would have preferred to leave the exchange uncovered 
rather than cover under gold point, for they would have assumed 
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that when their liabilities matured they would always be in a 
position to sell spot sterling at gold point or better. But when 
there was distrust in the stability of sterling this rule no longer held 
good. Even before the panic of August-September 1931 there were 
instances in which distrust in sterling led to a depreciation of 
forward sterling below gold export point.^ Had the authorities 
allowed forward sterling to find its own level during the summer 
of 1931 it is certain that it would have gone to a very substantial 
discount. Instead, the authorities prevented forward sterling from 
declining materially below gold point, by raising spot sterling above 
gold point and artificially reducing the discount on forward sterling, 
especially in relation to the dollar.^ 


(5) LESSONS OE BRITISH EXPERIENCE 

It is reasonable to suppose that one of the objects of the manipu- 
lation of forward sterling in 1931 was to divert pressure from the 
spot to the forward market. .Had forward sterling been allowed 
to depreciate below its Interest Parities through speculative selling, 
considerable covered dollar balances would have been withdrawn 
because it would have ceased to be profitable for their owners to 
keep them in London. The alternative would have been to raise 
the Bank rate further in order to compensate foreign holders of 
sterling balances for the higher cost of covering the exchange risk, 
but in doing so the authorities would only have aggravated the 
panic. Since the Forward Exchange operations constituted the 
alternative to raising the Bank rate, from this point of view they 
came within the category of Forward Exchange operations for the 
purpose of monetary policy, a fact which shows that Forward Ex- 
change policy can fulfil more than one object at the same time. 
Nevertheless it cannot be suggested that the operations undertaken 
in 1931 were pursued with the broader object in mind, or that they 

^ I discussed this technical position in an article in the March 1931 issue of the 
Economic J ournal. 

^ As I pointed out in my Tragedy of the Found (Kegan Paul, London, 1932), 
pp. 94-95, possibly the object of these tactics was to convey the impression that 
there was confidence in the prospects of sterling. It is also conceivable that the 
authorities aimed at frightening bears into covering and producing a bear squeeze 
on a modest scale by inflicting loss upon those who had sold sterling forward 
when the forward rate was under gold export point. The actual effect was in fact 
the opposite of what it was intended to be. The fact that forward dollars were 
obtainable at an unduly low premium encouraged the demand for them and thus 
increased the pressure on stoi-ling rather than reduced it. 
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were inspired by Mr. Keynes’s proposals. Mr. Keynes emphasised 
that the proposed technical measures could be effective only if 
pressure on the currency concerned was not due to any fundamental 
disequilibrium or sweeping flight of capital. In 1931 there was a 
fundamental disequilibrium working against sterling, which was 
considerably overvalued, and at the same time there was a panic 
flight of capital on a scale that was entirely without precedent. In 
face of such sweeping pressure, the application of technical devices 
was a mere pill against an earthquake. 

In any case, fear of a depreciation of sterling was by no means 
the sole reason for the wholesale withdrawal of bank balances. 
The Central European banking crisis, and the exaggerated views 
about the extent to which London was involved, led to a wave of 
distrust on the part of foreign holders of sterling in the security 
of their deposits with London banks. Such holders w^ould have 
withdrawn their balances even if they had had adequate safeguards 
against loss through a depreciation of sterling. The degree of 
distrust was such that many foreign holders of sterling would not 
have considered forward contracts an adequate safeguard against 
loss. It was feared that in the event of a major banking crisis 
those contracts would not be carried out. As is well known, 
dealers are prepared to take forward commitments only up to 
certain limits for every name. These limits would have been 
reached long before all the hitherto uncovered London balances 
had been covered. Thus, notwithstanding the attractive forward 
rates at which — thanks to official intervention in the Forward 
Exchange market — short-term sterling investments could be re- 
newed, a suiflcient amount of foreign balances was withdrawn to 
exhaust within a few weeks the resources available for the defence 
of sterling. 

(6) OPPOBTUNITIES FOR SUCCESSFUL DEFENSIVE INTERVENTION 

The British experience of 1931 is not exactly an encouraging 
example of the working of official Forward Exchange operations 
in defence of a stable currency against speculative attack. This 
does not necessarily mean, however, that support for the Forward 
Exchange is always undesirable or useless as a defence against such 
an attack upon a stable currency. Indeed, during the years that 
followed the depreciation of sterling, there would have been ample 
opportunity for the countries of the Gold Bloc to make beneficial 
use of this technical device. When the forward franc went to a 
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spectacular discount during 1935-36, it would liave been beneficial 
for the French authorities to intervene in the Forward Exchange 
market. Not only would they have secured a substantial profit 
at the expense of speculators who were prepared to sell forward 
francs at a discount of anything up to 60 per cent per annum, but 
would also have effectively penalised and discouraged them. 

When the spot rate is more or less stable it is only by causing 
a contraction of the forward discount that bears can be penalised. 
In 1924-26 the French authorities had the means to intimidate 
bears by moving the spot rate against them ; ten years later they 
were not in a position to do so except to a very limited degree. For 
this reason they ought to have resorted to the weapon of squeezing 
bears by means of Forward Exchange operations. Admittedly, 
from time to time the discount on forward francs contracted sud- 
denly and substantially, even in the absence of official intervention 
in the Forward Exchange market, through the temporary return 
of confidence after some reassuring statement or reassuring action 
calculated to allay fears of early devaluation. The contraction 
of the discount, however, could have been brought about much more 
effectively and at more opportune moments by means of official 
intervention. Among the Central Banks of the former Gold Bloc 
countries, only the Swiss National Bank is known to have operated 
in Forward Exchange during 1935-36 prior to the devaluation of 
the Gold Bloc currencies. Admittedly, its occasional forward 
operations did not save the Swiss franc from eventual devaluation. 
Nor is there any reason to suppose that, had the Bank of France 
resorted to similar tactics — or, indeed, to any kind of tactics — it 
w^ould have been possible to avoid devaluation. Although the 
defence would have been more efficient, it would have collapsed 
under the inexorable pressure caused by the substantial over- 
valuation of the spot franc. 

After the devaluation, the French authorities changed their 
tactics. They no longer kept aloof from the forward market ; 
during November and December 1936 they frequently intervened, 
supporting the forward franc. On one or two occasions minor bear- 
squeezing operations were carried out, but for the most part official 
intervention aimed at preventing the discount from widening to an 
extent at w^hich it would have inspired distrust in the franc. On 
the whole this intervention in the forward market was not very 
effective, as it was conducted rather half-heartedly. 
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( 7 ) ARTIFICIAL DEPRECIATION OF FORWARD RATES 

Examples of deliberate intervention to depreciate a Forward 
Exchange below its natural level are not numerous . Such a deprecia- 
tion, of course, is often caused unintentionally by measures designed 
to increase the cost of borrowing in the country whose curreney 
is attacked. The alternative to selling Forward Exchange is to 
borrow in terms of the curreney concerned and to sell the spot 
currency thus obtained. At times of speculative attacks on a 
currency it is usually much cheaper to go short by such method. 

If, however, this alternative is made more difficult or prevented 
altogether as far as foreign speculators are concerned the result is 
inevitably an increase of the pressure on the Forward Exchange, 
and the discount tends to widen. This policy has been pursued by 
a large number of Central Banks since the crisis, in particular by 
the Bank of France, and by the Italian authorities. 

In some instances a formal embargo on lending to foreign 
borrow^ers is imposed, while in other instances the monetary authori- 
ties seek to achieve the same end by restricting credit internally, or 
by merely requesting the banks to abstain from granting credits to 
speculative borrowers. In all these cases the depreciation of the 
Forw^ard Exchange is merely incidental, and in some instances it is 
not even viewed with favour by the authorities whose measures are 
partly responsible for it. They do not always realise that they 
cannot eat their cake and keep it. It is impossible to restrict 
lending to foreign borrowers, and to speculation in general, with- 
out causing a widening of the discount on the Forward Exchange. | 

(8) NETHERLANDS BANK’S TACTICS 

Some Central Banl^ have gone much further with this policy of 
causing artificial depreciation of the Forward Exchange. The 
Netherlands Bank, for instance, whenever there was a speculative 
attack on the guilder, usually brought pressure to bear upon the 
Dutch banks to induce them not to buy forward guilders from i 
foreign sellers except in connection with genuine commercial trans- 
actions. The idea is that in the absence of an adequate Dutch ; 
demand for forward guilders the discount is bound to widen, so that ; 
the cost of bear operations eventually becomes prohibitive. 

The policy of deliberately depreciating the Forward Exchange 
is based on a mistaken view of the role of speculative forward j 
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operations among the causes of a selling pressure on the spot rate. 
Those who believe in this policy assume that if the cost of speculative 
selling of the national currency can be made prohibitive, then the 
selling pressure will come to an end. They overlook the fact that, 
by widening the discount on Forward Exchange, they encourage 
the pressure on the spot exchange caused by the transfer of funds 
through interest arbitrage. Obviously, if forward rates are made 
to depreciate well beneath their Interest Parities, it becomes highly 
profitable to transfer short-term funds abroad with the exchange 
covered. The higher the degree of undervaluation of forward 
rates compared with their Interest Parities, the bigger the profit on 
such interest arbitrage, which could then be stopped only by means 
of exchange restrictions. In the circumstances, the dehberate 
widening of the Forward Exchange discount, to a point at which it 
becomes prohibitive for speculators, simply results in a transfer of 
the pressure from the forward to the spot exchange — a very un- 
favourable result indeed. As I have stated earlier in this chapter, 
exchange restrictions might mitigate the pressure on the spot 
exchange caused by interest arbitrage transactions thus stimulated. 
But there were no such restrictions in Holland in 1935. 

It is true that in Holland the speculative attack, nevertheless, 
came to an end every time the authorities resorted to this device of 
widening the discount on forward guilders. Those who conclude, 
however, that this proves the effectiveness of the device are guilty 
of the fallacy of post hoc ergo propter hoc. The attacks on the guilder 
came to an end because their cause — usually a political crisis, or a 
heavy flight of Dutch capital — came to an end, and because the 
Netherlands Bank proved to be strong enough to withstand the 
drain while it lasted. In all probability such attacks would have 
come to an end even if the Forward Exchange had not been made to 
depreciate, just as they did in Switzerland, where no such devices 
were employed, and where the authorities aimed at keeping the 
forward discount artificially narrow instead of causing it to widen. 

(9) SMBABOO ox SPECULATIVE FORWARD EXCHANGE TRANSACTIONS 

Post-war financial history provides many examples of official 
intervention in the form of complete prohibition of speculative 
operations in the Forward Exchange market. Indeed, during the 
early post-war years the authorities in various countries were 
inclined to regard Forward Exchange as essentially and inevitably 
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speculative, and imposed a ban on Forward Exchange operations 
even in cases where they would have served the requirements of 
genuine commerce. It was because of this attitude that the 
Brussel^ and Genoa Conferences passed resolutions condemning 
restrictions upon Forward Exchange activity. Nevertheless, almost 
every Government whose currency was endangered resorted to a 
restriction of Forward Exchange operations. In Germany in 1922 
they were prohibited except in the form of forward sales of one 
foreign currency against another. In France, Italy, Belgium, etc., 
similar measures were adopted. In more recent years, abnormally 
stringent exchange restrictions have in many cases killed the local 
Forward Exchange market altogether. Needless to say, none of 
these various prohibitions prevented the development of speculative 
forward markets abroad in the currencies concerned. 

The most outstanding example of this form of official inter- 
vention in the Forward Exchange market is the unofficial embargo 
on speculative Forward Exchange operations which was imposed 
during the summer of 1935, by agreement between a number of 
countries — including Great Britain — ^in which no exchange restric- 
tions existed. The object of this embargo was to assist France and 
other countries of the Gold Bloc in their fight against bear specula- 
tion in their currencies. The extent to which the embargo was 
made effective varied from country to country, but it is safe to 
assume that in London, where banks as a rule are more inclined to 
obey official hints than in other markets, it was more effective 
than elsewhere. 

(10) LOOPHOLES IN THE EMBAEGO 

This does not mean, however, that the embargo was effective 
even in London. Very far from it. Indeed, the unofficial embargo 
left innumerable loopholes, and its applications and interpretations 
varied widely from bank to banlc. For one thing, if the client of 
a bank stated that the Forward Exchange operations he wished 
to carry out were of a genuine commercial nature, the banker would 
not as a rule doubt his client’s word. As for orders received from 
other banks, national or foreign, the question whether they were 
'' genuine commercial ” was not even asked. Thus there wes 
ample scope for circumventing the embargo. Nevertheless, it was 
by no means entirely ineffective, for it made the opening of bear 
accounts more difficult. Forward operations were no longer carried 
out for strangers or for individuals known to be professional specu- 
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lators, at any rate not by first-class banks. Moreover, tbe existence 
of unofficial restrictions discouraged bears, owing to the uncertainty 
of whether they would be able to renew their positions in three 
months’ time. It is therefore safe to assume that the unofficial em- 
bargo on Forward Exchange transactions, although it did not stop 
speculative operations, materially reduced the volume of activity in 
the Forward Exchange market. Needless to say, when the prospects 
of an early devaluation of the franc or of other gold currencies 
suggested the chance of making a good profit, the unofficial embargo 
did not prevent a sudden burst of speculative activity. 

Until the spring of 1936, London was practically the only market 
in which the unofficial embargo on speculative Forward Exchange 
transactions was taken more or less seriously. In May 1936, how- 
ever, French banks were emphatically requested by their authorities 
to refrain from dealing in Forward Exchanges, and generally 
speaking they complied with the request to a considerable degree. 
Although French banks are not as rule very disciplined, in this 
instance the steady withdrawals of their deposits made them 
dependent upon official support to such an extent that they con- 
sidered it expedient to make an effort to comply with the official 
wish, even though it had not the force of law. In Switzerland the 
unofficial embargo on speculative Forward Exchange transactions 
was reinforced by law in June 1936. Severe penalties were enacted 
against those who disregarded the restriction. 

On the whole, it may be said that defensive intervention on the 
part of Central Banks during recent years has mainly taken the 
form of discouraging speculative forward selling, either by making 
it more expensive for speculators or by dissuading or preventing 
banks from undertaking such operations on behalf of their clients. 
For the most part, intervention has been entirely passive and 
negative, in accordance with the attitude adopted by the pre- 
dominant majority of Central Banks, which are inspired by a feeling 
of strong hostility towards Forward Exchange operations and fail 
to realise the useful purpose that such operations can serve. 
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INTERVENTION FOR COMMERCIAL PURPOSES 

( 1 ) NEED FOR OFFICIAL FACILITIES 

In any examination of the case for and against intei’vention it is 
essential to distinguish between operations undertaken for com- 
mercial and for monetary purposes. If this distinction is not drawn, 
intervention for the benefit of trade might be rejected simply 
because conservative Central Banks are generally opposed to the 
use of Forward Exchange for the purposes of their monetary policy. 
Whether or not they are right in refusing to consider intervention 
in the Forward Exchange market for monetary purposes, the case 
for intervention for commercial purposes deserves a hearing. 

It is sometimes argued that the necessity for intervention in 
order to improve existing Forward Exchange facilities is not so 
strong today as it was during the early years of post-war currency 
chaos. This may be true in countries where dealing in Foreign 
Exchanges is free, but it certainly does not hold good in countries 
where Foreign Exchange operations in general, and Forward Ex- 
change operations in particular, are subject to restrictions. Let 
us consider, first of all, the case of countries which have no exchange 
restrictions. Admittedly, Forward Exchange facilities in the lead- 
ing currencies have improved considerably since the days when Mr. 
Keynes and the Genoa Conference pleaded for official intervention 
for commercial purposes. From the commercial point of view, 
there is now no need whatsoever for any intervention in sterling, 
dollars, French francs, Swiss francs, Dutch guilders and belgas 
for periods up to three months. Individual initiative provides 
all that is required in this respect. It is also possible for 
merchants to obtain quotations in these currencies for longer 
periods than three months, up to six months, as a matter of negotia- 
tion. Nor is there any difficulty in buying or selling for forward 
delivery Scandinavian currencies, Portuguese escudos, Canadian 
dollars, and the major Latm-American and Eastern exchanges. 
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111 all these cases there is no free market proper, but the possibility 
of obtaining reasonably good quotations as a matter of negotiation 
removes the necessity for official intervention. 

(2) SCOTS OF INTERVERTIOR IH FREE MARKETS 

This does not mean, however, that in countries with a free. 
Foreign E.xchang6 market there is no case for commercial inter- 
vention. Indeed, official action may justly be sought on the 
following grounds : 

1. To provide Forward Exchange facilities in currencies which 
have no adequate forward market in the major Foreign Ex- 
change markets. Such currencies are most Central and 
Eastern European currencies and the minor Latin-American 
exchanges, which never had a good forward market in any 
of the Western European centres or in New York. In addi- 
tion, a number of exchanges which in the past had good 
forward markets can no longer be dealt in for forward de- 
livery, owing to exchange restrictions or internal troubles. 
Such exchanges are the reichsmark, the lira and the peseta. 

2. To provide forivard facilities for periods exceeding three 
months. In this respect, facilities even in the major cur- 
rencies leave much to be desired. Possibly the absence of 
adequate markets in forward dollars, sterling and francs for 
periods between three months and six months, and the almost 
complete absence of any market between six months and 
twelve months is due to the absence of regular demand for 
such facilities. But the absence of demand is largely due 
to the assumption that such facilities are unobtainable. In 
some instances which have come to my notice, even large 
firms with an extensive international business have refrained 
from trying to obtain quotations beyond three months simply 
because they took it for granted that this was impossible. 

(3) SHOULD MONETARY AUTHORITIES ASSUME EXCHANGE RISK ? 

The question must be asked, however, whether it is to the 
advantage of the community as a whole that the Governments or 
the Central Banks should take the risk involved in undertaking 
operations either in currencies for which no adequate forward facili- 
ties exist or in currencies for which no long-term facilities exist; 
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The opponents of intervention may reject the idea on the ground of 
their general dislil^e of official meddling with private business, or on 
the ground that the authorities have no right to risk the taxpayers’ 
money. This is not the place to discuss the first objection, which 
raises the whole broad question of interventionism v. laissez- 
faire. It is, however, necessary to point out that, rightly or wrongly, 
the present tendency is towards an increasing degree of intervention 
in the sphere of Foreign Exchange, as in most other economic and 
financial spheres. This may distress the orthodox school, especially 
as the Foreign Exchange market has always been considered as 
being, above all others, the sphere in which individualism should 
be allowed free play. This is no longer so. The world trend towards 
intervention has not avoided this happy hunting-ground for 
individualism, and the authorities nowadays interfere with ex- 
changes in various ways. 

The objection to commercial intervention on the ground that it 
might result in a loss to the taxpayer must be considered from the 
point of view of whether the risk taken is outweighed by the advan- 
tages secured for trade. Admittedly, if the authorities became 
possessors of substantial amounts of levas, drachmas, pesetas, etc., 
they might from time to time have to write down losses on those 
assets, especially as it is only at times when the currencies are 
expected to depreciate that merchants would sell them to the 
authorities for forward delivery, so that the dice are distinctly 
loaded against the authorities. In fact, we saw in Chapter XXXIX 
that the experience of the Reichsbank in the sphere of commercial 
intervention after the war was anything but favourable. Notwith- 
standing this, in given circumstances the provision of such facilities 
may appear a desirable way of stimulating export trade. To that end 
the Governments of most countries are prepared to impose sacrifices 
upon the taxpayers by granting direct or indirect export subsidies 
or by assuming part of the risk by means of export credit insurance. 
In Great Britain the idea of export subsidies has not so far been 
adopted, but since the war the Government has undertaken to 
guarantee loans and credits to finance exports ; to insure the risk 
of default on the part of foreign debtors ; and, more recently, to 
guarantee the transfer into sterling of the amount paid by foreign 
debtors. All these various forms of assistance have at times 
resulted in losses, but it was worth while to bear them for the sake 
of the stimulus to export trade. 
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( 4 ) OPERATIONS IN EXOTIC ’’ GFBBENOIES EOB THE BENEFIT OF 
EXPORTERS AND IMPORTERS 

Tlie principle that the Government should make sacrifices and 
take risks for the sake of stimulating exports is well established. 
The only question is whether the taking of risks by buying exotic 
currencies for forward delivery is calculated to afford as great a 
benefit to trade as that derived from these other methods of Govern- 
ment assistance. The answer varies from country to country, ac- 
cording to the degree of the risk and the extent of the commercial 
interests involved. It should be examined carefully in each indi- 
vidual instance, and the rules adopted should be changed as 
frequently as changes in the situation dictate. 

Let us now consider the case for and against selling exotic 
currencies forward to meet the requirements of importers. In 
most countries, importers are treated as step-children in the com- 
munity of those engaged in foreign trade ; yet, in order to be able 
to export, it is necessary to import. Occasions may arise in which 
considerable savings may be effected in the acquisition of raw 
material if the importers are in a position to meet the foreign 
exporters’ insistence on the price being fixed in his currency. In any 
case, the sale of exotic currencies for forward delivery enables the 
authorities to unload the currencies bought from exporters, and it 
is desirable to create a market which operates in both ways. In 
some instances, official selling for forward delivery in excess of the 
amount bought forward involves a risk, owing to the possibility of 
an appreciation of the currency concerned. Here again, as in the 
case of operations for the benefit of exporters, the attitude of the 
authorities should be determined according to circumstances. 

( 5 ) FORWARD FACILITIES FOB LONG PERIODS 

In the purchase and sale of major currencies for forward delivery 
for long periods, the element of risk is not nearly so great as in 
official operations in exotic currencies. In normal conditions, the 
authorities would be in a position to cover their commitments in 
the spot market. In any case, once the business community 
realised that facilities for covering the exchange risk for longer 
periods were obtainable, a large number of firms would avail them- 
selves of them, and in the two or three principal currencies, at any 
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rate, a wide market would undoubtedly develop in the long Forward 
Exchanges. Once the basis for such a market had been created by 
official intervention, speculation and arbitrage would also take a 
hand, and before very long the necessity for official intervention 
for this purpose would cease. At present, forward facilities are not 
available for long periods simply because none of the leading banks 
is prepared to depart from its existing practice. Bank A is unwilling 
to do it because Bank B is not doing it ; Bank B refuses to consider 
it because Bank C will not ; and Bank C will have nothing to do with 
it because Bank A will not. The moment official operations were 
undertaken, the ice would be broken and Banks A, B and C would 
compete with one another for the business. 

In normal conditions, the authorities’ task of providing long 
Forward Exchange facilities would thus be very easy, so far as the 
major currencies are concerned. In abnormal conditions, however, 
complications might arise. The authorities would no longer be in 
a position to cover their forward commitments in the spot market, 
because they would consider it inexpedient to keep large balances 
in the currencies concerned, or because certain countries might 
refuse to grant them borrowing facilities to enable them to cover 
their forward sales for long periods. In given circumstances, the 
authorities would even be reluctant to ask for such borrowing 
facilities, knowing well that the granting of them would be contrary 
to the monetary policy of the countries concerned. The same 
situation would also arise with exotic currencies in moi*e or less 
normal conditions. Thus, exactly when the existence of official 
long-term facilities would be most advantageous, their provision 
would entail an exceptionally high degree of risk. For this reason, 
the rule should be the same as that for forward dealing in exotic 
currencies in general, viz. that dealings should not be undertaken 
as a matter of routine, but individual instances should be considered 
on their merits. 

(6) INTERVENTION BY COUNTRIES WITH EXCHANGE RESTRICTIONS 

The case in favour of intervention for commercial purposes is 
much stronger in countries with exchange restrictions than in 
countries with a free market. Since the Governments in the re- 
stricting countries have deliberately destroyed the existing facilities 
for commercial forward operations, it is plainly their duty to safe- 
guard the interests of merchants against the risk of losses on 
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exchange fluctuations. Needless to say, they are concerned only 
with the interests of their own nationals. Foreign merchants 
dealing with countries with exchange restrictions have to choose 
between three alternatives — insisting on quoting prices in a free 
currency, covering the exchange risk as best they can in such for- 
ward markets as may survive abroad in the restricted currencies, 
or taking the exchange risk. Nationals of the countries with ex- 
change restrictions, in the absence of official facilities, must choose 
between insisting on quoting prices in their own currency or taking 
the exchange risk. In many instances, their Governments have 
provided forward facilities for exporters, but importers are often 
left to carry their risks themselves. Even when foreign currencies 
are allotted to them for delivery at some future date, usually they 
are made to pay the official rate prevailing on the date of delivery. 

By circumventing the exchange restrictions, importers might 
get over their difficulty either through buying the spot currency 
concerned or through hedging in some way. Black Bourses that 
usually exist in countries with exchange restrictions are of no 
assistance for Forward Exchange operations, for all transactions 
in such markets are for immediate delivery. In case of exchange 
clearing arrangements, the exchange rate is often fixed for a definite 
period, and this obviates the necessity for covering the exchange 
risk. Very often, however, the clearing agreements stipulate the 
possibility of changing the exchange rate, in which case it is essential 
for merchants to cover the exchange risk. In the majority of 
instances the nationals of countries with exchange restrictions must 
bear the exchange risk unless their Governments come to their 
rescue. 

(7) MOEAL AND PEACTICAD COKSIDEBATIONS 

While the authorities of countries with free Foreign Exchange 
markets are entitled to decline to assist trade by providing forward 
facilities, in countries with exchange restrictions the Governments 
are under a strong moral obligation to provide such facilities for 
genuine commercial requirements, irrespective of the risk involved. 
As a rule their moral obligation is by no means in conflict with their 
practical interests, for the encouragement of export trade and the 
provision of necessary imports at a relatively low cost is of vital 
importance to countries with a weak currency and with a controlled 
trade and exchange. 

As a general rule, it may be said that if it is inevitable that 
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someone should take the exchange risk, the authorities are in a 
better position to take it than individual merchants. In a large 
number of countries the Governments are prepared to guarantee 
exporters against loss through default of their foreign debtors. 
Surely a guarantee against exchange risk is more evidently the 
function of Governments than is the assumption of credit risk. 
After all, it is the duty of merchants to keep themselves informed 
as far as possible about the standing of their customers abroad, 
and if they make a mistake they should take the consequences. 
They are better equipped to follow the position of a relatively 
small number of firms than the authorities are to keep an eye on a 
large number of firms. On the other hand, the authorities are in 
a better position to judge the exchange outlook, while to the mer- 
chant the risk entailed in exchange fluctuations is a case of force 
majeure, which calls for official safeguards against it. 



CHAPTER XLII 


OFFICIAL SUPPORT OF FORWARD RATES 

(1) THREE OBJECTS OF FOBWARH EXCHANGE OPERATIONS 
FOR MONETARY POLICY 

Official Forward Exchange operations for considerations of 
monetary policy may be undertaken for three different purposes 
(1) to defend the currency against an acute attack, (2) to attract 
foreign capital to the country, and (3) to provide an alternative to 
regulating the international movement of funds by means of the 
Bank rate and credit restrictions. It is at times difficult to draw 
a line between these objects, for after all, whenever a Central Bank 
resorts to the manipulation of the forward rate in order to avoid 
raising the Bank rate, its object is to defend the currency by means 
of attracting or retaining funds. 

The difference between the first and second kinds of inter- 
vention is that, in the event of acute attack, the object of supporting 
the forward rate is not to attempt to attract foreign funds by 
manipulating the forward rate ; the object of the authorities in 
such a case is merely to discourage speculative selling, national or 
foreign. The difference beWeen the first and third kinds of inter- 
vention is that defensive support through Forward Exchange 
operations is applied at times of sweeping pressure, while the subtle 
devices of systematic manipulation of the forward rate on the 
pattern of the Austro-Hungarian Bank’s Devisen-policy are only 
applicable during reasonably stable conditions. The difference 
between the second and third kinds of intervention is that in the 
one instance the attraction of foreign capital is the sole object, 
while in the other instance the authorities aim at the systematic 
regulation of the money and Foreign Exchange markets by influ- 
encing the influx and efflux of foreign funds through the manipula- 
tion of the forward rates, as an alternative to Bank rate policy. In 
the present chapter we are concerned only with intervention for the 
sake of defending an exchange against an acute attack. We have 
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already examined, in Chapter XL, the various instances of such 
intervention in post-war experience. We shall now attempt to 
summarise the arguments for and against this type of intervention. 

(2) AllGXJMENTS FOR AND AGAINST SUPPORTING THE FORWARD 
EXCHANGE UNDER THE GOLD STANDARD 

When seeking to counter an acute attack or persistent pressure, 
should the authorities confine their support to the spot exchange, 
or should they extend it to the Forward Exchange ? This question 
had already risen during the period of stability. Whenever the 
forward quotation of a gold currency depreciated beyond gold 
export point, it was urged that the monetary authorities should 
step in in order to bring the Forward Exchange back to gold point. 
The following were the main arguments in support of this demand : 

1. The depreciation of the Forward Exchange below gold export 
point is apt to create a bad impression, and to undermine 
confidence in the stability of the currency concerned. 

2. If the Forw^ard Exchange dej)reciates, not only beneath gold 
point, but also beneath its Interest Parities, it leads to an 
outflow of funds through covered arbitrage, and results in a 
pressure on the spot exchange, leading to an outflow of gold. 

3. The support of the Forward Exchange does not entail any 
immediate loss of gold or foreign exchange stock. By the 
time the Forward Exchanges sold by the authorities are Hue 
for delivery, conceivably the tide may have turned, in which 
case it may be possible to cover in the market instead of 
parting with gold and foreign exchange. 

4. The gesture implied in the support of the Forward Exchange 
is calculated to create a good impression, as it indicates the 
confidence of the monetary authorities in the future pro- 
spects of their currency. 

5. Without necessarily supporting the forward rates at gold 
point, the authorities can intervene in order to squeeze 
speculators when there is evidence of a large bear position. 

The arguments against supporting the Forward Exchange under 
a gold standard may be summarised as follows : 

L The depreciation of the Forward Exchange below gold point 
is a sign of disequilibrium : the authorities, instead of fighting 
s^J-mptoms, should get at the root of the trouble. 

2. While it is the duty of the Central Bank to maintain the 
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present value of the currency at or over gold export point, 
it is under no obligation whatever to support its future value. 

3. By selling Forward Exchanges, Central Banks would mort- 
gage their gold and Foreign Exchange reserves ; should they 
not indicate the extent to which this is done, they would be 
guilty of pubhshing misleading returns ; yet if they do 
indicate the extent to which the gold and Foreign Exchange 
reserves are mortgaged, the psychological effect is the same 
as if an equal amount had actually been spent on supporting 
the spot exchange. 

4. If the Central Bank is not prepared to support the exchange, 
whether through spot or forward transactions, beyond the 
actual amount of its gold and Foreign Exchange reserves, it 
is advisable to conserve the resources for the purpose of 
supporting the spot exchange alone. 

6* A depreciation of the forward rate below gold export point 
inflicts a penalty upon those who distrust the stability of the 
national currency, and acts as a deterrent to forward sales. 
Support of forward rates at above their natural level 
would reduce the cost of speculating against the national 
currency, and would stimulate the bear campaign. 

( 3 ) ANSWER TO CRITICISMS 

There can be no doubt that the depreciation of the Forward 
Exchange of a gold currency beneath gold export point indicates 
distrust in the stability of the currency, and that is apt to create 
an unfavourable impression. If the distrust is justified by funda- 
mental disequilibrium, or by an inherent weakness of the technical 
position, it would be idle to try to eliminate it by fighting the 
symptom alone. On the other hand, if the depreciation of the 
Forward Exchange is due to what is evidently a passing speculative 
attack, then it might be helpful to support the Forward Exchange. 
Even though that might reduce the cost of speculation, this dis- 
advantage might be more than offset by the elimination of the 
adverse symptom, for it encourages the flight of capital. 

It is unquestionably true, though far from being generally 
realised, that a pressure on the Forward Exchange translates itself 
into a pressure on the spot exchange by making it profitable to 
transfer funds abroad for interest arbitrage. To prevent this from 
happening is really equivalent to direct support for the spot ex- 
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change itself. If, instead of selling £1,000,000 of gold, a Central 
Bank relieves potential pressure by selling £1,000,000 of Forward 
Exchanges, it is distinctly better off, as for three months it will have 
the use of the reserve, and during those three months it stands a 
chance of covering. Even if the opportunity for covering does 
not arise by the time the forward contracts mature at the end of 
three months, the Central Bank will be no worse oft* than it would 
have been if it had sold spot exchange (or gold) instead of Forward 
Exchange. 

(4) MOEAL CONSIDEEATIOXS 

In my opinion, there is no need whatever for a Central Bank to 
reveal the extent to which its gold and foreign exchange reserve 
is likely to diminish in three months’ time through the execution 
of forward contracts. There is barely a single Central Bank 
which, at one time or another in its recent history, has not used gold 
earmarked as specific security as part of its general gold reserve, 
without giving any indication to this effect. Compared with this, 
the technical irregularity of not disclosing the existence of forward 
commitments is negligible. We have dealt with this point in some 
detail in Chapter XXXVII in connection with the swap operations 
of the Austrian National Bank, and there is nothing to add to the 
conclusions we reached in that connection. In any case, the 
dilemma of '^should a Central Banker tell?” can be avoided if it is 
not the Central Bank but the Exchange Equalisation Account that 
supports the forward rate. 

The idea of penalising those who dare to distrust the currency 
may appeal to those w^ho, like M. Poincare, are primarily influenced 
in their attitude towards monetary policy by their vindictive 
nature. It should not, however, carry any weight in the balance 
of arguments for and against intervention. There is, of course, 
no hard and fast rule that if the principle of support is admitted 
the forward rate should be kept pegged at gold export point. 
Indeed, if it is allowed temporarily to depreciate below gold export 
point, this increases the scope for bear squeezing, which under the 
gold standard is normally rather narrow. Admittedly, however, 
I bear squeezing can also be carried out to some degree through 

I operations in the spot market.^ 

The argument that it is the duty of the Central Bank to defend 

^ For the respective merits of bear squeezing in the spot and in the forward 
J market, the reader is referred back to Chapter XL, p. 369. 
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the present value of the currency but not its future value— an argu- 
ment that prevailed against the suggestion that the forward rupee 
should be supported in 1930 — carries no conviction. The question 
is not what is the duty of the authorities, but what is the most 
advantageous action from the point of view of the efficiency of the 
defence of their currency. It might as well be argued that, since it 
is not the duty of the Central Bank to maintain forward rates within 
the gold points, a depreciation of the forward quotation of the 
currency beneath gold point is not detrimental to their prestige. In 
practice, such a depreciation would be regarded as a sign of weak- 
ness and distrust and as a forerunner of the depreciation of the spot 
exchange. 

(5) THE CASE FOR SUPPORT IN ABNORMAL CONDITIONS 

While in 1931 the British authorities made an attempt to keep 
forward sterling in the vicinity of gold point, this is practically 
an isolated instance. Ever since, countries with gold currencies 
have frequently allowed forward rates to depreciate far beyond 
gold point in relation to other gold currencies. Thus, forward 
francs were allowed to depreciate in relation to dollars to a discount 
of anything up to 10 per cent below gold export point. The argu- 
ments for and against such a policy are materially different from 
those put forward during normal conditions. The question as- 
Stimes much greater immediate importance precisely because dis- 
crepancies are so much wider and entail so much more far-reaching 
consequences. While in normal conditions the debate centred upon 
the question of depreciation of forward rates to a fraction of 1 per 
cent below gold export point, during 1935-36 depreciations of 5 to 
10 per cent below gold point were an everyday occurrence. 

If it was true that before 1931 the depreciation of forward 
sterling or reichsmarks below gold export point created an unfavour- 
able impression, how much more was this true during 1935-36 
regarding the vastly greater depreciation of forward francs, guilders 
and Swiss francs! What is more, during the period of stability, 
forward rates seldom depreciated beneath their Interest Parities 
simultaneously with their depreciation beneath gold points, while 
during 1935-36 they also depreciated beneath their Interest Parities. 
Consequently interest arbitrage transfers of funds from the centres 
concerned assumed unprecedented dimensions. This again resulted 
in a pressure on the spot exchange, and was to a very large degree 
responsible for the loss of gold by the countries of the Gold Bloc. 
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Gold losses as a result of flight of capital received much publicity, 
yet losses caused by interest arbitrage were usually overlooked by 
the commentators on current events. 

The importance of obviating the demoralising effect of a heavy 
depreciation of the Forward Exchange beneath gold point, as well 
as the effect of such depreciation on the spot rate and on gold 
movements, is greatly increased in abnormal conditions. By 
selling Foreign Exchanges for forward delivery on a large scale, 
the authorities are in a position to prevent such depreciation. The 
question is, should intervention assume the form of selling Forward 
Exchanges outright, or selling Forward Exchanges against spot? 
The second solution would, of course, result in the conversion of 
part of the gold stock into Foreign Exchanges held under swap 
contracts. In so far as this fact was disclosed in Bank returns it 
might give rise to distrust. From this point of view, therefore, it 
is preferable to sell Forward Exchanges outright, though in any 
case, if it is not Central Banks but Exchange Equalisation Accounts 
that operate, the question of publicity does not arise. In so far as 
there is evidence that the authorities are selling Forward Exchanges 
outright, their operations might be interpreted as an indication that 
they trust the stability of their currency, but no undue importance 
should be attached to this argument. 


(6) THE CASE AGAmST SUPPORT IN ABNORMAL CONDITIONS 

The main argument against supporting the Forward Exchange in 
abnormal conditions is that it encourages speculative selling pressure. 
In the absence of official intervention, the widening of the forward 
discount on the national currency tends to check speculative selling 
by making it too expensive. By reducing the discount — and, still 
more, by putting the forward rate at a premium, which has been 
suggested — the authorities would encourage speculative selling to a 
high degree. Thus, on the one hand they would gain by reducing 
the pressure on the spot exchange due to transfer of funds through 
covered arbitrage, while on the other hand they would lose by 
increasing the pressure on the Forward Exchange through stimu- 
lating outright speculative forward sales. 

If the result of their intervention was simply a transfer of selling 
pressure from the spot to the Forward Exchange, there would be 
everything to be said in its favour. There is reason to assume, 
however, that in the abnormal conditions the increase of pressure 
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on the Forward Exchange would be many times larger than the 
decline of pressure on the spot exchange. After all, the resources 
available for interest arbitrage are not unlimited, while the sky is 
the limit to the volume of speculative forward selling. No matter 
how high the yield on the swap may be, the outflow of funds 
through interest arbitrage is bound to come to a halt, owing to the 
absence of unlimited resources for the purpose. On the other hand, 
if the risk and expense of speculation are reduced to a negligible 
figure, the volume of speculative selling may be multiplied. 

Admittedly, from this point of view the difference between 
normal and abnormal conditions is one of degree, but the difference 
is so great that it almost amounts to a difference of kind. Before 
1931 the artificial appreciation of an exchange by per cent approxi- 
mate extent — ^which is about the degree of interference which would 
have been contemplated then — would not have made much differ- 
ence to the volume of forward selling. In 1935 and 1936, however, 
it would have made all the difference if speculators, instead of 
having to pay at the rate of 60 per cent per annum, had been able 
to go short at a cost of 3 per cent per annum. Nobody but the 
boldest gamblers would have opened positions at 60 per cent per 
annum, unless the devaluation of gold currencies appeared to be 
imminent. On the other hand, had the cost of forward selling been 
kept down, everybody would have been keen to take a hand in 
speculating against the Gold Bloc currencies. 

(7) EFFECT ON GOLD RESERVE 

It is true that official selling of Forward Exchanges would not 
entail an immediate reduction of the gold reserve. Indeed, since 
the majority of buyers would never be in a position to insist on 
delivery, the chances are that the Central Bank would never suffer 
the loss of more than a small part of the exchanges sold forward. 
Notwithstanding this, no Central Bank would ever be so bold as to 
sell for forward delivery a larger amount of exchanges than the stock 
it possessed, or the amount it could acquire through selling its gold 
reserve. Thus the chances are that a point would be reached at 
which the authorities would have to decide to abandon further 
support of the exchange, having exhausted all their reserve by spot 
and forward sales. If they possess a substantial gold reserve, the 
authorities may face with comparative equanimity a pressure due 
to interest arbitrage, made profitable by the wide discount on the 
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Forward Exchange. On the other hand, the depletion of their 
resources through their forward operations, encouraged by a reduc- 
tion of the discount on the forward quotation of the national cur- 
rency, might unnerve the authorities. Admittedly, the absence of a 
big discount on the Forward Exchange might to some degree reduce 
the volume of the flight of capital, but after all, the forward discount 
is merely a barometer showing the degree of distrust in the currency. 
The distrust would exist, even if the barometer were put out of 
action by official intervention. 

In theory, it would be reasonably safe for a Central Bank to sell 
Forward Exchanges in amounts exceeding its gold stock. Let us 
take the example of France during 1935 and 1936. Had the Bank 
of France sold Forward Exchange to the amount of, say, 60 milliard 
francs at the time when its gold stock was down at 55 milliard francs, 
there would have been no real danger of its being caught short 
and having to cover at all costs in the market in order to 
deliver the deficiency of 5 milliards, for in order to demand the 
delivery of 60 milliard francs’ worth of Foreign Exchange, the 
buyers would have to possess francs to that amount, and the Bank 
of France would have been in a position to restrict the volume of 
francs available for that purpose. There would have been a real, if 
remote, risk, however, that the francs might be supplied to specu- 
lators through the flight of capital from France. It is doubtful if 
any Central Bank would ever expose itself to such a risk, even 
though technically there is no reason why it should not sell Forward 
Exchange in excess of the amount of its gold reserve. 

The increase of speculative selling of the national currency 
through a reduction of the forward discount could be kept down by 
the adoption of an unofficial embargo on speculative Forward Ex- 
change transactions. In such circumstances an unofficial embargo 
might serve a distinctly useful purpose. Even with such an embargo, 
however, it might be impossible to prevent a large increase in the 
pressure on the Forward Exchange in consequence of the artificial 
reduction of the discount.' For, as Mr. van Sandick rightly points 
out in his memorandum to the International Chamber of Commerce, 
an embargo on speculative Forward Exchange operations does not 
prevent the development of highly one-sided tendencies in com- 
mercial Forward Exchange operations. The reduction of the 
discount to a very low figure would tend to stimulate this tendency 
towards one-sidedness. If in 1936 it had been possible to cover for- 
ward francs at a cost of 3 per cent per annum, every French merchant 
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having to make payment in foreign currencies at a future date, and 
every foreign merchant having to receive francs at a future date, 
would unhesitatingly have covered the exchange risk. As it was, 
the high cost of covering deterred many of them from doing so. On 
the other hand, while under the conditions which existed in 1935-36 
many French exporters sold their proceeds forward and many 
foreign importers from France bought francs forward in order to 
benefit by the large discount, if the discount had been reduced to a 
negligible figure this buying pressure would have ceased almost 
completely. What is more, the reduction of the discount on for- 
ward francs would have led to the universal adoption of the practice 
of hedging against the risk of a depreciation of the franc. Con- 
sequently, the French authorities would have had to take up 
formidable amounts of forward francs in spite of any restrictions 
imposed upon speculative forward operations. All the more so 
since these restrictions can never be watertight. But even if the 
monetary authorities are not prepared to commit themselves to a 
systematic and persistent support of the forward rate at pegged 
rates, they could and should intervene from time to time whenever 
this is considered expedient for tactical purposes. It is to the 
interest of Central Banks and Exchange Equalisation Accounts to 
act unexpectedly whenever possible. By making a hard and fast 
rule never to operate in Forward Exchanges, they deprive them- 
selves of one of the means to that end. 

(8) SUPPORT INEPPECTIVE IN CASE OP FUNDAMENTAL 
DISEQUILIBRIUM 

It may be concluded that at times of sweeping pressure due to 
fundamental disequilibrium, systematic support of the forward rate 
would prove to be as ineffective a weapon as the increase of the Bank 
rate. If a currency is grossly overvalued, the application of techni- 
cal devices, orthodox or unorthodox, makes but little difference to 
its ultimate fate. In such circumstances, to concentrate upon the 
symptom instead of tackling the main problem is simply to mistake 
the shadow for the substance. 

Above all, it cannot be emphasised sufficiently that during 
periods of recurrent distrust the fixing of the forward rate at a 
figure at which it is overvalued compared with its Interest Parities 
would not lead to an influx of foreign funds, any more than the 
increase of the Bank rate would. It is true that, in theory, short- 
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term funds invested by covered arbitrage in the country concerned 
are safe against any contingencies. In practice, however, there is 
always the risk of exchange restrictions, a risk which is very 
prevalent in countries whose overvalued currencies are subject to 
heavy and persistent attacks. Thus, while it is true that a high 
Bank rate fails to attract foreign funds if there is a risk of exchange 
depreciation and if the cost of covering this risk is too high, it is 
equally true that a favourable forward rate would fail to attract 
foreign funds if there appears to be great risk of exchange restric- 
tions, or major financial or political difficulties which might result 
from the overvaluation of the currency. 


( 9 ) SUPPORT OP FORWARD EXCHANGE IN CASE OP 
PAPER CURRENCIES 

Hitherto we have been dealing with the question of official 
support for Forward Exchanges in normal and abnormal conditions 
under the gold standard. The next question is how the arguments 
for and against official support are affected under a system of incon- 
vertible currencies. Doubtless the case for systematic support 
is weaker when the authorities are not under any obligation 
to support even the spot exchange at a definite level, let alone the 
Forward Exchange. If the inconvertible paper currencies are main- 
tained more or less stable by means of Exchange Equalisation 
Account operations, then the arguments put forward for and against 
intervention in the case of gold currencies hold good without any 
material difference. If, however, the paper currencies are allowed 
more or less to find their own level, then the question of gold losses | 
brought about by arbitrage operations does not arise. A wide ! 
discount on the Forward Exchange would encourage such operations, | 
and would thus lead to the depreciation of the spot exchange. It I 
would not, however, entail a decline of the gold resources. The 
strength of the argument in favour of intervention in such circum- 
stances will be determined by the official attitude towards deprecia- 
tion of the spot exchange — whether it is considered a blessing in 
disguise or a major disaster. 
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EORWAED RATE POLICY v. BANK RATE POLICY 

( 1 ) THE TWILIGHT OF BANK RATE WORSHIP 

In tlie abnormal conditions prevailing at the time of writing this 
book, the question whether the monetary authorities should or 
should not support the Forward Exchange against speculative 
attack is of great immediate importance. On a longer view, how- 
ever, the broader question whether in normal conditions the mani- 
pulation of forward rates should form part of the authorities' 
regular practice is of far greater significance. Such manipulations 
may aim simply at attracting foreign funds, or they may have the 
much broader object of providing an alternative to Bank rate 
changes as a means for regulating the international movements of 
funds. We have discussed the question of short-term borrowing 
through official Forward Exchange operations in Chapter XXXVII, 
dealing with the Forward Exchange policy pursued by the Austrian 
National Bank. I have very little to add to the remarks I made 
on the subject in commenting upon that policy. On the other 
hand, even though the forward rate policy aiming at the systematic 
regulation of the international flow of funds has been discussed in 
some detail, in chapters especially XXXVI and XXXVIII, dealing 
with the Forward Exchange operations of the Austro-Hungarian 
Bank and the Bank of France, there remain many points which 
deserve detailed examination. 

The study of forward rate policy as a possible alternative to 
Bank rate policy is one of the most important connecting links 
between the special theoretico-technical study of Forward Exchange 
and the general study of monetary policy. A suggestion that there 
can be an alternative to Bank rate policy is no longer considered a 
sacrilege. For, the cult of Bank rate worship, which originated 
during the nineteenth century and attained the zenith of its popu- 
larity after the war, is definitely on the decline. The conception 
that the course of the world can and should be governed by means 
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of Bank rate changes has been discredited to a large degree, partly 
owing to experience which has cast doubt upon the omnipotence of 
the Bank rate, and partly as a result of the spirited attacks delivered 
against it by Mr. Keynes and others. 

Whether or not it is possible to perform by means of the Bank 
rate all the miracles which the acolytes of Bank rate worship claim 
to be able to perform, grave doubts have arisen upon whether it is 
desirable to make such extensive use of the Bank rate. According 
to the orthodox school, the Bank rate should perform the dual 
function of regulating internal trade as well as the international 
movement of funds. During recent years, however, it has been 
realised to an increasing degree that these two functions are 
often incompatible. Situations often arise in which a high Bank 
rate is necessary from the point of view of the international move- 
ment of funds while it is unnecessary and harmful from the point 
of view of internal trade. Similarly, situations often arise in which 
a low Bank rate may be desirable from the point of view of the 
international movement of funds while it is undesirable from the 
point of view of internal trade. 


(2) INCOMPATIBILITY OF DUAL FUNCTIONS OF BANK RATE 

Whenever the dual functions of the Bank rate come into con- 
flict with each other, the monetary authorities are confronted with 
the dilemma of deciding whether to use the Bank rate in accordance 
with internal or with international requirements. If, for the sake 
of encouraging home trade, they maintain the Bank rate at a level 
which is too low from the point of view of the international move- 
ment of funds, the result is a steady pressure on the currency. If, 
in order to cope with this pressure, the Bank rate is raised, then 
home trade is bound to suffer. This is what actually happened in 
Great Britain in 1929. Conversely, a situation may arise in 
which internal considerations require a high Bank rate, while inter- 
national considerations require a low Bank rate. If on such 
occasions the Banli rate is maintained at a low level in order to 
prevent an unwanted influx of funds, it may lead to unwanted 
boom-like conditions in internal trade and finance. If, in con- 
sequence of this internal boom, the Bank rate is raised in ac- 
cordance with the requirements of internal conditions, this will 
lead to an unwanted influx of funds calculated to stimulate those 
very boom-like conditions for the sake of which the Bank rate 
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was raised. This is what actually happened in the United States 
in 1927-~29. 

After the war various Central Banks endeavoured to reconcile 
the international and the internal requirements of then Bank rate 
policy by the use of open-market operations. By such means they 
tried to offset the effect upon internal trade of an unwanted influx 
or efflux of gold. Open-market operations may offset the effect on 
the volume of credit of an influx or efflux of gold. They are bound, 
however, to affect the technical position especially if a centre with an 
inadequate gold stock loses gold. Moreover, they do not eliminate 
the psychological effect of an influx or efflux of gold. They are 
therefore capable of reconciling conflicting internal and international 
requirements of Bank rate policy to a limited extent only. 


(3) MR. Keynes’s proposal 

Evidently, on many occasions it is impossible to find a com- 
promise between the conflicting international and internal require- 
ments. It is therefore impossible to escape the conclusion that the 
Bank rate is not suitable for fulfilling the dual function for which 
it has been used. The disadvantages of forcing it to fulfil both of 
these often conflicting functions are so obvious that it is really 
amazing how little attention has so far been paid to the question 
of whether it would not be possible to relieve the Bank rate of one 
of its functions. Yet as long ago as 1922 Mr. Keynes put forward a 
scheme which claims to provide the solution required. According 
to his scheme, the internal and international functions of the Bank 
rate should be divorced from each other ; the Bank rate should be 
used solely for the purpose of regulating internal trade. Its inter- 
national functions should be replaced by a policy of manipulating 
Forw'ard Exchange rates for the purpose of regulating the inter- 
national movement of funds. These proposals, however, met with 
very little response, either among the public, who simply could not 
understand their technicality, or among bankers, statesmen and 
economists, whose understanding of the technique or theory of 
For\vard Exchange left also much to be desired. We have seen in 
Chapter XXXV that on the few occasions when Mr. Keynes’s pro- 
posal has come up for consideration by authoritative bodies, the 
authorities concerned have thought it safer to take the line of least 
resistance by leaving it alone. 

On the other hand, we showed in Chapters XXXVI, XXXVII 
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and XXXVIII that in practice the monetary authorities of several 
countries have at times adoj)ted devices which sought to supple- 
ment the international functions of their Bank rate policy by a 
policy of manipulating forward rates. It is not known whether in 
any of these instances the Central Banks concerned consciously 
followed Mr. Keynes’s proposal. The chances are that, in the course 
of dealing with the practical problems they had to face, they simply 
stumbled upon the very same solution which they and their col- 
leagues had previously or subsequently rejected for lack of under- 
standing of its theoretical implications. 


( 4 ) THE IDEAL SOLUTION 

In the majority of cases in which Central Banks have sought 
to influence the international movement of funds by means of 
the forward rate instead of by the Bank rate, their object has 
been essentially limited and one-sided. Either they wanted simply 
to encourage the influx of foreign capital— this was done by the 
Austrian National Bank and other Central Banins of the Succession 
States, the Banco do Brasil, etc. — or they wanted to provoke an 
outflow of funds — this was done by the Bank of France, So far as 
it is possible to ascertain, there is only one instance — that of the 
Austro-Hungarian Bank before the w^ar — of the systematic pursu- 
ance of a forward rate policy, as an alternative to Bank rate 
changes, for the regulation of the inflow as well as the outflow of 
international balances over a long period. 

So far as is known, the majority of Central Banks have never 
attempted to substitute a forward rate policy for an '' external ” 
Bank rate policy. And yet this was the obvious solution, for by 
means of it they could have had the best of both worlds. When- 
ever the internal trade situation necessitated a low Bank rate, 
while the trend of the international movement of funds necessitated 
a high Bank rate, the difficulty could have been overcome by 
causing the forward rates of the national currency to appreciate 
above their Interest Parities. Such an overvaluation of forward 
rates is just as effective in attracting or retaining foreign balances 
as is a higher Bank rate. After all, it makes no difference to those 
engaged in interest arbitrage whether they obtain their higher yield 
through higher interest rates or through the higher profit on the 
swap. Instead of needlessly penalising home trade, or of allowing, 
for the sake of home trade, a deterioration of the technical monetary 
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position, the monetary authorities, by applying this device, could 
solve the difficult problem of eating their cake and keeping it. 
Again, if the internal trade situation or Stock Exchange activity 
threatened to develop into a speculative boom or unwanted in- 
flationary expansion, the authorities could raise the Bank rate at 
home without thereby provoking an unwanted influx of foreign 
funds and gold. All they have to do in such a case is to cause the 
forward rates of the national currency to depreciate until they are 
undervalued compared with their Interest Parities. The result is 
a check to the influx or a stimulus to the efflux of funds. 

( 5 ) AN AID TO BANK BATE POLICY 

By adopting the forward rate policy indicated above, Central 
Banks would be able to make their Bank rate policy dependent 
solely upon internal considerations. The Bank rate would be 
relieved of the often impossible task of satisfying both internal and 
international requirements. And that is not all. The forward 
rate policy would be able to support the Bank rate policy even 
in the internal sphere. If the trade of a country is depressed, 
the authorities are anxious to maintain interest rates at a low level 
in order to stimulate trade by means of cheap and plentiful credit. 
In the ordinary course this would tend to lead to an outflow of 
foreign capital and to an outflow of gold. Should this movement 
assume considerable dimensions, it would materially reduce the 
volume of credit available, and might even make it difficult to 
keep money cheap. Indeed, even though the authorities were 
determined not to raise the Bank rate, and were prepared to witness 
an outflow of gold, developments in the internal money market, 
brought about by the loss of gold, might eventually force their 
hands, for there are technical limits to the extent of open market 
operations. If, on the other hand, they should cause the forward 
rates of the national currency to appreciate above their Interest 
Parities, the result would be an influx of funds, or at any rate a 
cessation of the efflux, notwithstanding the low Bank rate. Con- 
sequently, the low Bank rate would be able to produce its full effect 
upon trade. And in cases where the overvaluation of the Forward 
Exchange provokes an actual influx, it definitely reinforces the 
efforts of the authorities to make money cheap and plentiful. 

Conversely, in the absence of a forward rate policy, official 
efforts to keep money dear and scarce in order to check an in- 
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flatioiiary expansion or a speculative boom are apt to be frustrated 
by the influx of funds provoked by the high Bank rate. If, how- 
ever, the Central Bank causes the forward rate to depreciate beneath 
its Interest Parities, it is able to stave off the unwanted influx, so 
that the dear money policy is not disturbed by the international 
effect of the high Bank rate. Indeed, if the deliberate depreciation 
of the Forward Exchange is carried far enough, it leads to an out- 
flow of balances and gold, which would actually support the Bank 
rate policy in its task of making money dear and scarce. 


(6) DISEQIJILIBEIXJM OF PRICES AND FORWARD RATE POLICY 

The orthodox school would doubtless object to the proposed 
forward rate policy on the grounds that it would tend to perpetuate 
the disequilibrium between price levels in various countries. It is 
often argued that if trade is more depressed in one country 
than in another, it is because its price level is out of equilibrium. 
On this assumption it is urged that the remedy is not a low Bank rate 
which might cause a rise or prevent a fall in prices, but a high Bank 
rate, which would cause a fall in prices and, by improving the trade 
balance, would thus tend to provoke a buying pressure on the 
exchange. This school of thought claims that it would be unsound 
policy to try to bolster up the exchange by means of attracting or 
retaining foreign balances through offering them an artificial profit 
on the swap. According to this orthodox conception, it is the 
sacred duty of the monetary authorities of every country to restore 
equilibrium by means of a high Bank rate and credit restrictions, 
even though these measures may destroy trade and '' temporarily '' 
aggravate an existing depression. 

It is necessary to bear in mind, however, that trade depression 
in a country may be due to a variety of causes other than dis- 
equilibrium between its commodity prices and the world level. It 
may be due to changes in the trend of national or international 
consumption or production, which may cause unemployment to 
increase even when the price level is not out of equilibrium with 
the world level. If, for instance, the world consumption of coal 
should decline as a result of the substitution of oil for coal, then a 
country whose trade largely depends upon the full employment of 
its coal industry is likely to suffer trade depression even though 
its prices are not higher than those of other countries. Or if most 
countries create textile industries of their own, and protect them 

2 D 
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with prohibitive tariffs, then a country whose trade largely depends' 
on textile exports is likely to undergo a depression even if its general 
price level is not unduly high. The orthodox idea in such cases is 
that the losses of the coal or textile trades should be made good by 
the gains of other trades, and that to make this possible the price 
level of the country concerned should be forced down by means of a 
high Bank rate. This theory is becoming, however, discredited to 
an increasing degree. It stands to reason that, in the situations 
described above, it is desirable to assist the adjustment of trade to 
the changed requirements by keeping money reasonably cheap and 
plentiful. This cannot be achieved without causing a depletion 
of the gold reserve unless the Central Bank is prepared to use the 
device of forward rate policy. 


(7) HIGH bane: RATE NOT INEVITABLE 

In any case, even if the depression is due to the relatively high 
level of prices compared with the world level, that does not neces- 
sarily justify a policy of high Bank rate. If the disequilibrium 
is substantial, then its readjustment by a high Bank rate would 
require such a degree of deflation that, even in the opinion of such 
extreme deflationists as Professor Lionel Robbins, the game is not 
worth the candle. If, on the other hand, the disequilibrium is 
moderate, then it may well be asked whether it is not wiser to let it 
remain, and to neutralise its effect by means of a judicious forward 
rate policy rather than to fight it by means of a relentless Bank 
rate policy. There is no absolute necessity for the price level in 
every country to be at equilibrium with the world level. Indeed, 
such a thing is impossible. Even before the war, when the world 
was supposed to be enjoying a high degree of equilibrium, there 
were very marked discrepancies between price levels in various 
countries. It is advisable to discard dogmatism on this matter. 

All this, however, is a matter of opinion, and detailed discussion 
of the broader issue would be outside the scope of this book. It 
is necessary, how’-ever, to emphasise the fact that the monetary 
authorities of a country, should they be inclined to adopt the un- 
orthodox view, would find the device of forward rate policy very 
useful. If they are unaware of the existence of such a device, they 
might be reluctantly compelled by the pressure on their gold stock 
to adopt a high Bank rate policy even though they were of opinion 
that this was not in the best interests of the country. Against their 
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better judgmentj they would have to restore equilibrium by de- 
stroying trade. 

It is high time that all monetary authorities realised that there 
is an alternative method at their disposal. Whether they used the 
alternative would naturally depend upon whether they are pro- 
gressive or orthodox. But it is essential that those who are inclined 
to discard orthodox dogmatism should realise that the remedy lies 
in their hands. 

(8) TRADE DEFICIT AND FORWARD RATE POLICY 

In many instances the Bank rate is raised, temporarily or 
otherwise, not in order to restore the equilibrium of national prices 
with the w^orld price level, but in order to neutralise the effect of 
an adverse trade balance upon the gold stock. Even if the adverse 
balance is obviously seasonal only, its effect on the gold reserve is 
offset with the aid of a higher Bank rate. This end can, however, 
be achieved also by means of the forward rate poHcy, without 
inflicting upon trade the disadvantages of a fluctuating Bank rate. 
To fill the gap created by an import surplus, foreign funds can 
be attracted either by means of high interest rates or by means 
of a profit on the swap. According to the orthodox school, it 
would be highly unsound to bolster up the exchange by attracting 
foreign short-term funds through such artificial methods. Yet from 
this point of view, there is in reality absolutely nothing to choose 
between a Bank rate policy and forward rate policy. Both aim at 
bolstering up the exchange by attracting foreign balances. In both 
cases those balances are liable to withdrawal at short notice, and 
their presence may render the currency vulnerable. 

Why it should be considered sound to bring about this situation 
by a high Bank rate, and unsound to bring it about by means of 
a high premium on the Forward Exchange, is difficult to understand. 
If the trade deficit is temporary, then there can be no harm if its 
effect upon the exchange is offset by attracting foreign balances, 
whether through a high Bank rate or a favourable swap rate. If 
the trade deficit is of a lasting nature, then it is desirable that it 
should be covered by means of long-term borrowing abroad. To 
cover it by means of short-term borrowing, and thus to increase the 
international floating indebtedness to an undesirable degree, is 
'' unsound no matter what the method by which the foreign 
balances are attracted. 
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It may be argued that a raising of the Banlr rate would stimu- 
late the issue of long-term loans abroad, and would thus accelerate 
the consolidation of the floating indebtedness. This argument may 
carry weight if borrowing abroad is left to individual initiative. 
If, however, the authorities exercise their function of regulating 
the issue of long-term loans abroad, then there is no need for them 
to raise the Bank rate in order to drive some of the borrowers to 
foreign markets. The Government itself, or various official and 
semi-official corporations, may issue long-term loans abroad if this 
is necessary for the consolidation of the international floating in- 
debtedness of the country. Or it may discourage the flotation of 
certain types of securities in the home market, thus compelhng 
potential borrowers to find the capital abroad. 

Another argument which is used in favour of the high Bank 
rate method, as opposed to the forward rate method, of counteracting 
the eJffect of adverse trade balance is that a high Bank rate would 
tend to lower prices, and would therefore tend to wipe out the trade 
deficit. Unquestionably, it is true that the manipulation of the 
forward rate would produce no such result. The question is, is it 
worth while to restore the equihbrium of the trade balance by 
means of destroying home trade through a high Bank rate and 
credit restriction ? This again is a broad question, detailed dis- 
cussion of which is outside the scope of this book. What matters, 
from our point of view, is that the monetary authorities should 
realise that they can choose between restoring the trade balance by 
means of destroying trade through a high Banlr rate and credit 
restriction and neutrahsing the effect of a trade deficit on the gold 
reserve by means of Forward Exchange manipulations. 

( 9 ) COTJNTBBAOTrNG PINAilCIAL PRESSUEE 

Many even of those who favour a high Bank rate in the event 
of disequilibrium between the national and international price levels, 
or in the event of a trade deficit, are prepared to admit that, when 
pressure on the exchange is due to neither of these causes but merely 
to an outflow of funds brought about by international financial de- 
velopments, there is everything to be said in favour of the alter- 
native method of counteracting the pressure. Orthodox economists 
may think it worth while to destroy home trade for the sake of 
making imports and exports balance each other. Unless, however, 
they are fanatical doctrinaires, it is inconceivable that they should 
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consider it desirable to destroy trade in Great Britain by means of 
a high Bank rate and credit restriction merely because a speculative 
boom on "\¥ali Street attracts funds from London and results in a 
pressure on sterling. To try to offset the effect of such pressure 
by forcing down commodity prices below the world level and to 
meet capital transfers by enforcing an increase of current exports, is 
obviously the height of absurdity. And yet all but a few Central 
Banks have always considered it the natural thing to do. '' There is 
pressure on the exchange ; gold is leaving the country ; the market 
rate of discount is rising ; therefore we must raise the Bank rate 'b 
is the beginning and the end of the much-vaunted wisdom of many 
a reputed Central Banker. The necessity for this course of action 
was taken for granted — mainly because Central Banks have not 
realised that they have at their disposal an alternative method of 
counteracting the pressure. 


(10) A COSTLY LESSON 

The world has had to pay dearty for the ignorance of its mone- 
tary authorities. It was because European Central Banks in 1929 
were not aware that there was an alternative weapon to the high 
Bank rate that the Wall Street boom, although confined to one 
country, was follow’-ed by a world- wide slump in commodities. In 
1929 there was nothing so inherently unsound in the commodity 
situation itself as to make the subsequent slump inevitable. What 
happened was simply this : In order to fight the speculative boom 
the American authorities adopted a policy of dear money. This 
attracted further funds from Europe in general, and from London 
in particular, and resulted in a selling pressure upon the European 
currencies, especially upon sterling. To retain the funds that were 
leaving for New York, the Bank of England and other European 
Central Banks resorted to the orthodox device of raising their 
Banl^ rates. The result was a world-wide curtailment of credit. 
Outside the United States, there was no such speculative expansion 
of trade as would have justified this drastic action. Trade in Great 
Britain was distinctly depressed even before the increase of the 
Bank rate during 1929, while in most other European countries it 
was far from booming. Consequently, the all-round increase of 
the Bank rates and curtailment of credit resulted in a wholesale 
contraction of trade and purchasing power. The outcome was the 
slump, culminating in the financial crisis of 1931, and leading to a 
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series of crises and a prolonged depression from which, even at the 
time of writing, seven years after the Wall Street boom, many 
parts of the world are only just beginning to emerge. 

If instead of raising the Bank rate, the Bank of England and the 
other European Central Banks had resorted to the device of forward 
rate policy, the disaster might have been, if not altogether avoided, 
at any rate considerably mitigated. Admittedly, the situation in 
Wall Street was unsound and required correction. But for the fact, 
however, that the Wall Street situation led to high Bank rates and 
credit contraction in Europe, there would have been no reason 
whatsoever why the inevitable Wall Street slump should have pro- 
voked a world-wide slump in commodities. At any rate, there was 
no need whatsoever for a slump in commodities on anythmg like 
the scale experienced after the credit contractions of 1929. 

(11) HOW PLOW OP EUROPEAN PUNDS TO WALL STREET COULD 
HAVE BEEN CHECKED 

It may be argued that it would not have been easy to check the 
westward flow of funds by means of Forward Exchange manipula- 
tions. In reahty, a forward rate policy would have gone a much 
longer way towards checking the flow than did the Bank rate 
policy. Capital transferred to New York for investment in Wall 
Street would of course have been unaffected by a forward rate 
policy, as it was unaffected by the higher Bank rates in Europe. 
But the transfer of funds for investment in brokers’ loans would 
have been affected by a forward rate pohcy to a much higher degree 
than they were by the Bank rate policy pursued in London and 
other European centres. It was obviously impossible to raise Bank 
rates sufficiently to compete with the attraction provided by the 
fantastic interest rates paid on brokers’ loans in Wall Street. There 
would have been no difficulty, however, m raising the premium on 
forward sterling to a sufficiently high figure to induce holders of 
London balances to abstain from transferring them to New York. 
It is true that to do so would have necessitated an artificial deprecia- 
tion of the forward dollar to a substantial degree. Technicall 3 q tliis 
would have been feasible, provided that the British authorities had 
been prepared to pay a sufficiently high premium on forward ster ling , 
and provided that the margin between gold points had been widened 
sufficiently to discourage uncovered interest arbitrage. 

Admittedly, the operation would have been costly especially 
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as it would have had to have been undertaken on a considerable 
scale. It would have been well worth while, however, to spend a 
few million pounds to obviate the necessity of raising the Bank rate 
and contracting credit. Apart altogether from the general benefit 
of such policy to trade, it would have involved no loss to the tax- 
payer, since the increase in the cost of the huge floating debt as a 
result of the high Bank rate would have been avoided. It ought 
to be borne in mind that, with a huge floating debt, 1 per cent in 
the Bank rate means a difference of millions of pounds in interest, 
in addition to the difference it makes in the cost of conversion 
operations. Allowing for this, it is reasonable to assume that the 
operations that would have been undertaken to maintain forward 
sterling at an overvalued level might ha’ve been profitable for the 
Treasury even from a narrow financial point of view, apart from 
their broader indirect effect upon trade. 


(12) NEED FOR CO-ORERATIOK BETWEEN CENTRAL BANKS 

Needless to say, efficient execution of the forward rate policy 
required would have necessitated close collaboration between the 
monetary authorities of the leading countries. There is no reason 
to suppose, however, that this would have been very difficult to 
secure. After all, it was as much to the interest of the United 
States authorities to prevent an unwanted influx of foreign funds as 
it was to the interest of the Bank of England and other European 
Central Banks to prevent an unwanted efflux. In any case, the 
movement towards co-operation between Central Banks was at its 
zenith at that time, and there is little doubt that it would have been 
possible to reach a satisfactory agreement. The co-operation would 
have been necessary if the special conditions which called for official 
intervention had lasted more than three months. In the early 
stages, it would have been sufficient if the British authorities had 
sold forward dollars outright, or if the American authorities had 
bought forward sterling outright, in order to bring about the 
necessary depreciation of forward dollars. At the end of three 
months, however, it might have become necessary for them to carry 
their positions, which would have compelled the British authorities 
to borrow dollars from the Federal Eeserve Bank, and compelled 
the American authorities to accumulate a sterling balance with the 
Bank of England. It is conceivable, however, that by reducing 
the influx of funds from Europe the high Bank rate in New York 



408 CENTRAL BANKS AND FORWARD EXCHA.NGE paet vi 

could easily have been made effective within a short time, so 
that the necessity for carrying the exchange positions would not 
have arisen. 

It is true that time money rates m New York were at times 
so high that the exchange risk, which was limited by the margin 
between gold import point and gold export point, was not sufficient 
to discourage uncovered interest arbitrage on time money for three 
months. In the circumstances, a widening of the margin between 
gold points might have been necessary as a complementary measure 
to the forward rate policy, for it is precisely under such conditions 
that this measure is most effective. Moreover, the mere fact that 
both Central Banks concerned had the right to raise or lower their 
mint parity would have been sufficient to discourage uncovered 
interest arbitrage even if the authorities did not actually avail 
themselves of their right. 

Admittedly, it is easy to be wise after the event. In 1929 I did 
not advocate the adoption of a forward rate policy, so I have no 
right to criticise others for having failed to adopt it. Mr. Keynes, 
however, and Mr. Keynes alone, is fully entitled to blame the 
authorities for having ignored his proposals. In pointing out what 
might have happened had the authorities pursued the course 
advocated above, my object is not to cry over spilt milk but to draw 
the attention of the authorities to possibilities in the future. The 
fact that the failure to use such a technical deAuce can lead to such 
far-reaching consequences is indeed a lesson well worth remembering. 

(13) FORWARD RATE POLICY AS AN ORTHODOX DEVICE 

Hitherto we have examined forward rate policy as an essentially 
unorthodox device. Its adoption can be advocated, however, also 
on strictly orthodox grounds, as a means of making orthodox Bank 
rate policy more effective. We have seen in Chapter XXI that the 
departure of forward rates from their Interest Parities is apt to 
react upon internal interest rates, and thus to interfere with the 
official discount rate policy. To avoid this interference, the Central 
Banks may find it expedient to bring about a readjustment of for- 
ward rates to their Interest Parities. 

We have also seen in Chapter XXVII that the effect of Bank 
rate changes on gold movements depends upon the extent and 
promptness of the adjustment of forward rates to their changed 
Interest Parities. The slower the adjustment the larger the inter- 
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national flow of gold tlirough interest arbitrage and tbrongli changes 
in credit a%^ailnients. If, however, the anthorities intervene in 
order to bring about instantaneous adjustment, the gold movements 
provoked by the Bank rate changes can be reduced to a minimum, 
for the inducement to interest arbitrage, and to repayment of credits 
in the dear money centre and additional borrowing in the cheap 
money centre, will be reduced. If, on the other hand, the adjust- 
ment is delayed artificially, the effect of Bank rate changes on gold 
movements will be accentuated, by stimulating such inducement to 
interest arbitrage, etc., as already exists through the natural delay 
in the adjustment. Whether the Bank rate changes are made for 
the purpose of bringing about gold movements, or whether they are 
made for other purposes, and the resultant gold movements being 
regarded simply as an incidental disadvantage, the official policy 
can be made more effective if it is supplemented by a forward rate 
policy. 

( 14 ) CEXTBAL banks’ EMPIBICISM 

It is characteristic for the utter empiricism with which Central 
Banking has been conducted in the past that, a few exceptions apart, 
the effect of Bank rate changes on gold movements has always been 
left to chance. Although Central Banks were never in any doubt 
about whether they wanted their rate changes, or those of other 
Central Banks, to cause an influx or efflux of gold, they never 
attempted to regulate the effect of such changes on gold movements. 
Indeed, in all probability they were even unaware that the degree 
of promptness with which forward rates responded to Bank rate 
changes largely influenced the extent to which those changes led to 
gold movements; that a change of the Bank rate by, say, one per 
cent may, from the point of view of its immediate effect on gold 
movements, be equivalent to f per cent, | per cent, | per cent or nil, 
according to the degree to which forward rates adjusted themselves 
to their new Interest Parities. Whether or not they wanted the 
Bank rate change to bring about gold movements, they just made 
the change and hoped for the best. 

It has been a classical rule in the art of Central Banking that, by 
raising the Bank rate to a crisis level, an acceptance centre can in 
times of emergency compel its foreign debtors to repay their credits. 
Those who practised this rule were unaware that, since the develop- 
ment of the Forward Exchange market, the response to such a crisis 
measure has come to depend largely upon the degree to which for- 
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ward rates adjust themselves to their Interest Parities, and complete 
adjustment necessarily nullifies the effect of the measure. No 
efforts have ever been made to ensure the effectiveness of the Bank 
rate action by appropriate manipulation of forward rates. 

Even if Central Banks reject the principle that Bank rate should 
be confined to internal regulation, and have every intention of 
adhering to the orthodox principle of using it for both internal and 
international purposes, they might at any rate endeavour to make 
their chosen policy more effective by means of Forward Exchange 
operations. From their own point of view, there is everything to 
be said in favour of a scientific handhng of the Bank rate weapon, 
even if it is used without scientific discrimination regarding its 
object. 



CHAPTER XLIV 


THE TECHNIQUE OF FORWARD RATE POLICY 

(1) NEED EOR EXFEBIENCE AND TECHNICAL KNOWLEDGE 

Possibly one of the main reasons why Central Banks in general 
have been reluctant to adopt the technical devices suggested by 
Mr. Keynes is their fear of embarking upon a bold innovation 
in Central Banking practice. Indeed, for many Central Banks 
Foreign Exchange operations in general have been an innovation. 
As, however, there is but little difference between Foreign Exchange 
operations by Central Banks and by other banks, there was ample 
experience upon which Central Banks could draw. In using the 
subtle device of forward rate policy, however, Central Banks would 
have to elaborate an almost entirely new policy and technique. 
The material available through past experience, while sufficient to 
show that the policy advocated is feasible, is not sufficient to provide 
detailed guidance in its application. Central Banlis would have to 
learn through trial and error. Possibly some of them are reluctant 
to run the risk of making mistakes during the initial period of the 
application of the new scheme. 

Another conceivable reason for the reluctance of Central Banlis 
to adopt a forward rate policy lies in its highly technical character. 
In foreign exchange operations in general, those who determine the 
broad outlines of policy can leave the technical execution of that 
policy to practical specialists. They are nevertheless able to super- 
vise the technical execution of their policy, since there is nothing in 
spot exchange operations which cannot easily be grasped by any 
banker or Treasury official, even if he has had no direct experience 
in Foreign Exchange dealing. The same cannot be said of forward 
rate policy. It is impossible to draw a line between the principles 
of that policy and its technique, for the principles themselves are 
highly technical. To be able to determine the outlines of such a 
policy, those responsible for it must be well acquainted with a mass 
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of technical details. There can be no division of labour between the 
planning of the policy and its execution. 


(2) QUESTION OE PERSONNEL 

Unless the senior officials cared to leave the plamiing of the 
policy to those in charge of its execution, they themselves would 
have to acquire the practical knowiedge which exchange dealers 
possess. Unfortunately, it is not often that Foreign Exchange 
dealers who possess a thorough knowledge of technical detail are 
also endowed with the qualities required to enable them to formulate 
the policy to be pursued. Even if they did happen to have such 
dual qualifications, it is doubtful whether their seniors would be in 
a position to recognise this and would be prepared to entrust them 
with the planning as well as the execution of the forward rate policy. 
The Austro-Hungarian Bank before the war was fortunate in 
possessing such an exceptional man as the late Secretary Kuhn, 
who, while occupying a comparatively subordinate position, was 
allowed a free hand in devising and executing the forward rate 
policy pursued by that Banlr. Every Central Bank is not, however, 
equally fortunate, and it may well be that the anticipation of 
difficulties of personnel were partly responsible for the general 
reluctance to adopt Mr. Keynes’s proposal. 

Yet there is nothing in the theory and the technique of Forward 
Exchange which could not be grasped by any intelligent man with 
a good general knowledge of finance and Foreign Exchange. I am 
convinced that practically every Treasury and Central Bank 
possesses officials who are capable of grasping the broader imphca- 
tions of Forw^ard Exchange policy, and who at the same time are 
capable of mastering technical details. Or, failing that, it w^ould be 
possible to find the right man in the banking community. It is, 
of course, easier to reject the proposal than to discover the right 
man and assume responsibility for his actions. 

(3) RULES OE EORWARI) RATE POLICY 

Another difficult problem is to establish a set of rules governing 
the circumstances in which the application of forward rate policy 
is justified. Mr. Keynes made it quite plain that he has only 
normal conditions in mind. This means that he expects his scheme 
to work satisfactorily only in conditions of monetary stability 
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when there is no sweeping pressure on the currency, either owing 
to fundamental disequilibrium or owing to a wholesale flight of 
capital and speculative attack. It is, needless to say, difficult to 
ascertain the nature and the causes of pressure. From this point 
of view, however, those who have to make decisions about Bank 
rate changes are confronted with exactly the same difficulty, 
unless they choose to follow the primitive rule of raising the 
Banlr rate whenever there is a selling pressure on a currency and 
reducing it whenever there is a buying pressure, irrespective of the 
cause. 

Doubtless, even after a general stabilisation, conditions will 
never be '' normal ” in the pre-war sense of the term, but this is an 
advantage from the point of view of the chances of the successful 
application of the forward rate policy. In pre-war days there was 
a considerable amount of uncovered interest arbitrage between 
currencies on a gold basis. The movements of spot exchanges 
within gold points were to a large degree seasonal and arbitrageurs 
did not as a rule go very far wrong in taking a view about the prob- 
able extent of the depreciation of the exchanges with which they 
were concerned. Between 1925 and 1931 the movements were 
less regular, and cautious arbitrageurs had to allow for the possi- 
bility of unexpected fluctuations up to the gold points. There is 
no reason to suppose that it will be otherwise after the stabilisation 
of the currencies. The increased risk of unexpected movements 
within the gold points — a risk which can be further increased 
artificially by adopting Mr. Keynes’s proposal for widening the 
margin between the gold points — ^will induce arbitrageurs to cover 
in most cases. As a result, the predommant part of international 
transfers of funds through interest arbitrage would come under the 
influence of the official forward rate policy. 

(4) TECHNICAL DETAILS 

A forward rate policy is a much more elastic weapon than a Bank 
rate policy. The Bank rate cannot be changed every day, and the 
minimum change is traditionally | per cent. Forward rates, how- 
ever, can be changed several times a day, indeed several times in an 
hour, and can be changed fractionally until the desired effect upon 
the movement of funds is produced. 

A forward rate policy should operate both ways. It should be 
applied just as readily against an unwanted buying pressure as 
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against an unwanted selling pressure. Without necessarily being 
continuous, it should become part of the normal routine of Central 
Banking instead of being reserved for major emergencies. 

Admittedly, the multipHcity of Interest Parities often makes 
it impossible to adjust forward rates even approximately to the 
Tua-rgirt between all the various kinds of interest rates. In such 
instances forward rates must be adjusted to the margin between 
those interest rates which form the major basis of mterest arbitrage. 

The authorities should be prepared to deal either in swaps or 
outright. Since the system would be applied only during periods 
of stability, the risk involved in outright operations would not be 
excessive. On many occasions it is not convenient to combine 
forward operations with spot operations, and on such occasions 
the authorities should not be debarred by dogmatism from taking 
relatively moderate risks if necessary. 

( 5 ) ACCELERATION OR PREVENTION OF ADJUSTMENT 

There is usually a natural tendency of forward rates to move in 
the right direction, and all the authorities would usually be called 
upon to do would be to accentuate, regulate and accelerate this 
tendency whenever necessary, or to moderate it on the occasions 
when it goes in an unwanted direction. 

In order to make the forward rate policy reasonably effective, 
frequently it would not be necessary to cause the forward rate to 
appreciate or depreciate beyond its Interest Parities. Admittedly, 
a deliberate overvaluation or undervaluation of the forward rate 
would materially increase the effect of the device on the movement 
of funds. In many instances, however, it would be sufficient if the 
Central Bank were to take steps to keep forward rates at their 
Interest Parities, adjusting them instantaneously to any changes in 
the Interest Parities. By such means. Central Banks would be in a 
position to neutralise almost completely the effect of a high or low 
Bank rate upon the international movement of funds . If the forward 
rates are adjusted instantaneously to any changes in the relative 
level of interest rates, then there is no reason why changes in the 
margin between mterest rates in two centres should lead to unwanted 
movements of funds through covered interest arbitrage. 

In other instances the forward rate policy would consist of pre- 
venting or delaying the natural adjustment of forward rates to their 
Interest Parities. We have seen in the last chapter that, if the 
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Bank rate is raised in order to attract gold, this end can only be 
attained if forward rates do not adjust themselves too quickly to 
their changed Interest Parities. Intervention in the Forward 
Exchange market would have to aim occasionally at preventing 
Interest Parities from working too smoothly. 

If a Central Bank reduces its rediscount rate in order to stimu- 
late home trade, and if it adjusts its forward rate to the new 
Interest Parities, this would stop the outflow of funds through 
interest arbitrage with covered exchange, but it would not stop 
the withdrawal of funds on the part of those who do not consider 
it necessary to cover the exchange risk. We saw in Chapters XXI 
and XXVII, however, that uncovered interest arbitrage does not 
as a rule lead to gold movements, for the simple reason that few 
arbitrageurs care to run the risk of taking uncovered commitments 
in an exchange w^hich is at gold import point unless the difference 
between interest rates in the two centres appears to make it worth 
while to take the exchange risk. In order to make the forward 
rate policy more effective, it is advisable to adopt Mr. Keynes’s 
second proposal by widening the actual or potential margin between 
gold points. By this means the risk attached to uncovered interest 
arbitrage is increased, so that there is less lil?:elihood of gold move- 
ments through arbitrage transactions which are not directly 
affected by the forward rate policy. 

Even in such circumstances, gold movements caused by the 
repatriation of funds by the nationals of countries which had raised 
their Bank rate would largely escape the influence of the forward 
rate policy. Although such repatriations might not appear profit- 
able on a strictly interest basis, they could nevertheless be brought 
about by a high Bank rate at home, owing to monetary stringency 
in the home market. Such repatriations, if they occur on a suffi- 
ciently large scale, would lead to an outflow of gold in spite of the 
efforts of the Central Bank with the lower discount rate to adjust 
the forward rate to its Interest Parities. In order to prevent such 
an outflow of funds it might be desirable to do more than merely 
neutrahse the effect of the lower Bank rate by adjusting the forward 
rates to their Interest Parities. A deliberate overvaluation of the 
Forward Exchange would then lead to an influx of funds through 
covered interest arbitrage, and this would neutralise the effect of the 
efflux of funds brought about by repatriation. 
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(6) CO-ORDINATION OF FORWARD BATE POLICIES 

If only one Central Banli were to practise a forward rate policy , 
its hands would be entirely free. Whatever rate it fixed would 
hold good in the world market, so long as it were prepared to 
operate to an unlimited extent at the official rate ciuoted. If, 
however, more than one Central Bank were to adopt the policy 
of influencing forward rates, then complications would be apt to 
arise unless they were to co-ordinate the various policies through 
collaboration. It may well be asked what would happen if two 
Central Banks wanted to attract funds at the same time by over- 
valuing their respective Forward Exchanges. Let us suppose that 
both the Bank of England and the Bank of France want to provoke 
an influx of funds at a given moment, without raising the Bank 
rate. In that case, in the absence of co-ordination, the former 
would quote forward francs at a discount, while the latter would 
quote forward sterling at a discount. Thus at a given moment 
there would he two totally different rates quoted for the forward 
sterling-franc exchange. On the basis of a spot rate of, say, 105, 
and assuming identical interest rates in the two centres, the Bank 
of England would be a seller of forward francs at, say, 106, while the 
Bank of France would be a seller of forward sterling at, say, 104. 
Both banks would be buyers of the spot exchange at 105, thus losing 
1 point on the transaction. As a result, any Englishman with any 
liquid resources at his disposal would transfer funds to Paris to 
benefit by the favourable forward rate paid by the Bank of France. 
At the same time, every Frenchman with liquid resources at his 
disposal would transfer his funds to London to benefit by the favour- 
able forward rate paid by the Bank of England. Indeed, there is 
no reason why the same funds should not he transferred and re- 
transferred over and over again. Arbitrageurs could become 
millionaires in twenty-four hours by buying forward francs from 
the Bank of England at 106 and reselling them to the Bank of 
France at 104. This process would continue until the resources of 
one of the Central Banks— -or, what is more likely, its patience- 
had become exhausted. 

Evidently such an absurd state of affairs would rule out the 
possibility of the pursuit of a forward rate policy by more than one 
Central Bank at a time unless co-operation could be established 
between them. The difficulty of establishing such co-operation 
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should not, however, be exaggerated. After all, similar working 
arrangements between the various Exchange Equalisation Accounts 
already exist in the spot market. If the Bank of France were to 
peg the sterling-franc rate at 105, while the Banl^ of England's rate 
at the same time was 105-05, it would give rise to a good deal of 
profitable exchange arbitrage between London and Paris. In 
practice such situations never arise, because, whenever both Ex- 
change Equalisation accounts operate simultaneously, arrange- 
ments are made to peg the spot rate at the same figure in both 
London and Paris. There should be no difficulty in coming to a 
similar understanding about fixing forward rates. The only diffi- 
culty might conceivably be that of reaching agreement upon frequent 
changes of forward rates. Even this would not be unduly difficult 
if only two Central Banks pursued a forward rate policy, but com- 
plications might arise if there were more than two banks operating, 
and this might lead to a reduction in the number of changes. 

(7) CLASH OF POLICIES NOT INEVITABLE 

A situation in which two Central Banks each wanted to attract 
fimds from abroad at the same time is not new and is not special to 
the forward rate policy. Such situations have arisen in the past, 
and have led to competitive increases in Bank rates, the increase in 
one centre cancelling out the effect of the increase in the other. 
During the period of post-war stability there was, however, a certain 
amount of collaboration between Central Banks regarding their 
Bank rates. Admittedly, this collaboration did not amount to 
very much, but it was sufficient to indicate its feasibility. There is 
reason to suppose that it would be easier to reach agreement upon 
forward rate policy than upon Bank rate policy. After all, the 
Bank rate pdlicy affects the internal as well as the international and 
monetary situation of the countries concerned, while the direct effect 
of the forward rate policy is confined to the international monetary 
situation. The interests at stake are less vital and less conflicting. 
While it is too much to expect a country to pursue a Bank rate 
policy which would accentuate depression or speculative boom, 
merely to please another country, it is easier to come to terms on the 
basis of give-and-take when all that is at stake is the direction of the 
international flow of funds. 

A situation in which two of the major countries — it would 
be sufficient if the forward rate policy of leading countries were 
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co-ordmated — ^wanted to attract funds by causing their forward 
rates to appreciate at the same time w^ould be exceptional Much 
more frequently their interests w^ould be more or less identical It 
usually happens that wdien one country wants to attract funds 
another country wants to defend itself against an unwanted influx. 
In such circumstances it is easy to establish collaboration between 
the two countries. In 1927, for instance, when the United States 
authorities were prepared to low^er their Bank rate in order to divert 
pressure from sterling, it would have been easy to arrange for the 
Bank of England to be a buj^er of forward sterling at an artificially 
high level, and for the Federal Reserve Banlc of New' York to be a 
seller of forward dollars at an artificially low level The result 
would have been much more satisfactory than the reduction of the 
Bank rate was, since it would not have encouraged speculation in 
Wall Street, while it w^ould have assisted sterling to at least the 
same extent as did the reduction of the Banlc rate. Again, in 1929, 
it would have been easj^ to establish co-operation betw^een London 
and New York, and to pursue a forward rate policy designed to 
discourage the flow of funds from London to New York. Similarly 
in 1930-31 there possibly would have been no insurmountable 
difficulty in establishing collaboration between London and Paris 
upon a forward rate policy to discourage the flow of funds to the 
latter centre. While the British and French authorities were unable 
to agree whether the flow should be stopped by an increase of the 
British Bank rate or by a reduction of the French Bank rate, the 
considerations which made agreement on this point difficult would 
not have operated regardiag the forward rate policy. 

(8) CONTROLLED V. UNCONTROLLED FORWARD RATES 

For the purpose of forward rate policy, it is sufficient if the 
Central Banks operate in two or three major exchanges. There is 
no need, from a monetary point of view, to deal in all currencies, 
even though this may appear desirable from a commercial point of 
view. Admittedly, if the forward franc and the forward dollar are 
controlled, while forward guilders, Swiss francs, etc., are allowed to 
fluctuate freely, these latter rates would express the normal and 
natural tendencies at work. This might lead to some interest 
arbitrage between the minor centres and London, but there is no 
reason to suppose that such movements would be sufficient to inter- 
fere with the results of the forward rate policy. Should the disturb- 



CHAP. XLiv TECHNIQUE OF FOHWAKD RATE POLICY Ud 

ing moyements nevertheless prove to be strong, then it might in 
given circumstances become expedient to extend the official opera- 
tions to the Forward Exchanges of other countries. 

If the choice lies between increasing the artificial character of 
the major Forward Exchanges, in order to counteract arbitrage 
with minor centres, and increasing the number of currencies in 
which the authorities operate, the second alternative appears to be 
preferable. In this respect the position is somewhat different from 
what it is with control of spot rates. If one of the spot exchanges 
on a gold basis is controlled, then all the other gold currencies are 
indirectly controlled, as their fluctuation is confined to the margin 
between gold points. As, however, the working of the gold points 
is not necessarily effective for forward rates, it is not sufficient to 
peg the forward rate of one gold currency in order to peg the 
forward rates of them all. The question whether the authorities 
should operate in the major currencies only, or also in a number of 
minor currencies, is an involved one, and a definite answer can be 
given only on the basis of experience. What matters is that in this 
respect, as in many others, the attitude of the authorities should 
not be guided by any too rigid preconceived rules, but solely by 
considerations of practical expediency. 

( 9 ) LONG AND SHOUT FORWARD RATES 

The same may be said of the question whether the authorities 
should deal for three months only, or also for shorter periods. If 
the rate for three months is controlled, while the rates for shorter 
periods are allowed to take care of themselves, abnormal dis- 
crepancies are bound to arise, and may lead to unwanted movements 
of funds through arbitrage. If three months’ forward sterling is 
artificially overvalued compared with its Interest Parities, while 
one month’s forward sterling is undervalued, then conceivably 
funds may be transferred to London for investment for three 
months, but those who want to invest their resources for only one 
month will prefer to shift them from London to New York. To 
avoid this, it might be worth while to operate for all dates up to 
three months, or at any rate in a number of key dates. Here, 
again, it would be a mistake to put forward any definite rules : the 
only object in raising the point is to indicate in a broad way the 
problems with which the authorities in charge of a forward rate 
policy would have to cope. 
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It would be idle to minimise the complications that would 
inevitably accompany the execution of a forward rate policy. Day 
after day many a thorny problem would have to be solved by those 
in charge. This is the reason why it is essential that .they should 
be acquainted with the technique of Forward Exchange operations 
and that at the same time they should be in a position to appreciate 
the broader implications of their policy. Unquestionably, it is 
much easier to abstain from a forward rate policy altogether than 
face the complications which such a policy would involve. Unfor^ 
tunately for Central Banks, the golden days when the gold standard 
looked after itself are over. Central Banks would be shirldng 
their responsibilities if, merely for fear of complications, they were 
to abstain from using a device by which the efficiency of their policy 
could be increased. 
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CONCLUSION 



CHAPTER XLV 


THE PHILOSOPHY OP FORWARD EXCHANOE 

(1) SOME FUNDAMENTAL QUESTIONS 

To reassure the reader, I hasten, to point out that I do not intend 
to follow the example of Mr. Dennis Bradley who fastened his 
philosophical system, such as it is, on a sartorial peg. Although 
Forward Exchange would provide quite as suitable a peg to hang 
one’s philosophical principles upon, I intend to do nothing of that 
kind. The philosophy which we shall here discuss will be strictly 
relevant to Forward Exchange. The reader must have noticed 
in various chapters that a number of points raised go far beyond 
the boundaries of technical discussion, or even those of the theo- 
retical discussion of detail, and raise questions of fundamental 
economic principles. It is these points which I propose to re- 
capitulate, and to some extent expand and complete, in the present 
chapter. 

Is Forward Exchange the great international equaliser, or 
is it the disturber of international monetary equilibrium ? Does 
the system make for stability or instability ? Does it serve 
as a shock-absorber, or does it provoke the shocks ? Is it the 
highest manifestation of automatic currency, or does it reduce the 
automatic system to absurdity ? Is it a mere technical device, or 
has it become one of the fundamental factors of the whole monetary 
system ? Should its development be encouraged or discouraged ? 
Is it to be allowed to take its course, or is it to be controlled ? Is 
it an alternative to monetary stability, or is it a mere palliative ? 
Does it tend to divert the flow of funds to the right channels or to 
the wrong channels ? 

These questions, raised or implied in various chapters of this 
book, give an idea of the scope of the philosophy of Forward 
Exchange. They involve the discussion of such fundamental 
questions as Isolationism v. Internationalism, Laissez-faire v. Inter- 
vention, economic optimism v. economic pessimism, etc. In the 
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sphere of the theory of Forward Exchange, as in most other spheres, 
there is the clash between the orthodox and unorthodox viewpoints, 
though this is not realised by most writers on the subject. This 
accounts for the fact that in some instances unorthodox conclusions 
have been inferred from orthodox premises, and vice versa. 

( 2 ) THE THEOEY OE PEEEECT COMPENSATION 

According to the orthodox school, the Forward Exchange 
system is one of the many channels through which everything in 
economic life tends to work out to the best advantage of mankind, 
so long as there is no interference with the working of the natural 
tendencies. Forward Exchange is regarded as a means by which 
a “solidarity” between international money markets may be 
established, both in the sense of securing a uniformity of the inter- 
national level of interest rates and in the sense of securing the 
movement of funds from centres where capital is abundant to 
centres where capital is scarce. As we pointed out in Chapter XXI, 
the classical theory that forward rates are determined by their 
Interest Parities is based upon the philosophical belief that there 
is in the international money market, as in the economic field in 
general and in nature itself, a tendency towards automatic com- 
pensation. According to the internationalist viewpoint, the ideal 
state of affairs would be that in which interest rates were the same 
all over the world. Since this is at present impossible — and it is 
doubtful whether it will ever be possible — owing to differences in 
the degree of security, in the relation between supply and demand, 
etc., the next best thing is to have an automatic equaliser which, 
added to or deducted from the local interest rates prevailing 
in the various centres, would produce in every case the same result. 

In other words, the conception of perfect compensation means 
that forward rates are supposed to tend to adjust themselves to the 
figure at which they are equal to the discrepancies between interest 
rates in the centres concerned. The development of the Forward 
Exchange system is thus supposed to have provided the means by 
which the gaps between internal levels of interest rates are auto- 
matically fiflded. Accordingly, short-term interest rates are sup- 
posed to be practically identical at any given moment in all leading 
centres, if we allow for the terms at which the exchange risk can be 
covered through Forward Exchange operations. Although the 
believers in this theory recognise the existence of discrepancies 



CHAF. XLV PHILOSOPHY OF FORWARD EXCHANGE 


425 


between forward rates and their Interest Parities, they are inclined 
to minimise their importance, and to regard them as “ temporary ” 
deviations. Above all, they regard Forward Exchange as an essen- 
tially passive factor whose object is to level out discrepancies be- 
tween interest rates, and do not realise that very often it is an active 
factor. From this point of view, the prevalent theory of Forward 
Exchange is as inadequate as the theory of supply and demand was 
in the early stages of economic science, when it was thought that 
prices were determined by the relation between supply and demand, 
in a purely static sense, without themselves reacting upon those 
two factors. 

( 3 ) fobwaud exchange, cbeator of anomalies 

The moment it is realised {a) that there can be substantial and 
lasting discrepancies between forward rates and their Interest 
Parities, and (6) that forward rates themselves are apt to affect 
their Interest Parities, the theory that Forward Exchange is a 
passive means of automatic international compensation collapses. 
As we have seen in Chapter XXI, and in various other parts of this 
book, even in normal conditions there are at times lasting dis- 
crepancies, while in abnormal conditions these discrepancies tend 
to assume spectacular dimensions. The Forward Exchange system 
thus fails in its duty ’’ of compensating the difference between 
national levels of interest rates. Indeed, it often goes so far as 
actually to exaggerate these differences. In given circumstances 
it tends to accentuate the rise of interest rates in centres where their 
level is already high, and it tends to lower interest rates in centres 
where they are already low. From this point of view, the free 
working of the normal tendencies inherent in the Forward Exchange 
system, so far from establishing equilibrium in the international 
money market, at times tends either to produce disequilibrium or 
considerably to accentuate existing disequilibrium. 

The same conclusion is reached when we examine closely the 
theory that Forward Exchange tends to lead to a movement of 
capital from centres where funds are plentiful to centres where they 
are scarce. This doubtless happens in certain circumstances, when 
the existence of an exchange risk would otherwise deter owners of 
liquid funds from shifting their balances abroad for the sake of 
higher interest rates. On the other hand, circumstances frequently 
arise in which the operation of the Forward Exchange system 
leads to a flow of funds from the centre where money is scarce 
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and dear to the centre where money is plentiful and cheap. For- 
ward rates are apt to disturb the solidarity ’’ of the inter- 
national level of interest rates no matter what the nature of the 
discrepancy between forward rates and their Interest Parities. They 
lead to movements of funds in an unnatural direction only if the 
forward rate of the currency of a country suffering from scarcity 
of funds becomes undervalued, or if the forward rate of the currency 
of a country with a cheap and plentiful money supply becomes 
overvalued. Should the reverse be the case, the Forward Exchange 
system will stimulate the movement of funds in the right direction. 


( 4 ) ORTHOBOX OPTIMISM UNJUSTIFIEB 

The next question to answer is whether the Forward Exchange 
system makes for stability or mstability of the international and 
internal value of currencies. Here again, the orthodox conception 
is inclined to err on the side of optimism. It assumes that the 
existence of Forward Exchange facilities, by spreading the pressure 
on the currency over a long period, tends to level out fluctuations. 
At the same time the laissez-faire school is inclined to minimise the 
effect of speculation in Forward Exchanges upon the spot rates. 
We have seen in Chapters XXIII and XXIV, however, that very 
often the Forward Exchange system works in an opposite sense. 
An adverse trade balance is apt to be accompanied by an outflow 
of covered arbitrage funds, which tends to accentuate the effect of 
the adverse balance upon spot rates. As for the theory that 
speculation can affect forward rates only, we have seen in Chapter 
XXV that, through various ways, but especially through the work- 
ing of interest arbitrage, a speculative depreciation or appreciation 
of Forward Exchanges is apt to react upon spot exchanges. It is 
therefore difficult to escape the conclusion that, if Forward Ex- 
changes are allowed to take care of themselves, they very frequently 
impair the stability of the spot exchange, instead of helping to 
maintain it. 

On the question of the effect of forward rates upon prices, we 
have seen in Chapter XXII that at times when the premium or 
discount is abnormally wide it tends to influence the price level. 
Although in the majority of cases this influence is in the right direc- 
tion, tending usually to reduce the disequilibrium between Pur- 
chasing Power Parities and exchanges, in given circumstances it is 
none the less unwelcome to the countries concerned. It may be 
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said that while, in normal conditions, the Forward Exchange system 
generally provides a useful shock-absorber, in abnormal conditions, 
when a shock-absorber is particularly needed, Forward Exchange 
creates or exaggerates shocks rather than absorbs them. It is thus 
not justified to cite the working of the Forward Exchange system as 
an argument to support the orthodox theory of economic optimism. 

( 5 ) COMPLICATIONS AND ANOMALIES THROUGH 
IMPERFECT ADJUSTMENT 

With the development of the Forward Exchange system the 
automatic currency system has doubtless attained the most ad- 
vanced phase of its development. It has become a highly involved 
and extremely sensitive organisation. The question is whether the 
complicated nature and extreme sensitiveness of the system does 
not reduce it to absurdity. The fact that forward rates are exposed 
to a variety of conflicting influences, and that these influences, 
through the intermediary of forward rates, are apt to lead to a variety 
of unwanted reactions upon spot rates, prices, interest rates, etc., 
appears to strengthen the case for intervention. Far from being a 
mere technical device, the Forward Exchange system has become 
one of the fundamental parts of the whole monetary system, and 
should be recognised as such. Scientific monetary management 
cannot be adequate if such an essential part of the monetary system 
is left to its own devices. 

The science of Forward Exchange is a science of anomalies 
created by imperfect adjustment. The development of the system 
is one of the factors which is calculated to reduce laissez-faire to 
absurdity, instead of providing another argument to justify it, as 
the orthodox school believes. If allowed to take care of itself, the 
Forward Exchange system is apt to exert a destructive influence. 
This being so, the question arises whether the development of the 
system should be encouraged or discouraged. Under the existing 
system of international trade and transfers its existence has, 
however, become indispensable. In any case, the existence of the 
system is an accomplished fact. Although it is possible to suppress 
Forward Exchange by means of drastic exchange restrictions, this 
would constitute a far higher degree of intervention than the mere 
official regulation of forward rates. Thus, even from the standpoint 
of orthodox principles, the regulation of Forward Exchange should 
be regarded as a smaller evil than its total suppression. 
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(6) AN ALTEENATIVE TO STABILITY 

Another question of fundamental importance is whether the 
Forward Exchange system provides, or should provide, an alterna- 
tive to international exchange stability. The answer is in the 
negative. As we have seen in Chapter XII, Forward Exchange 
facilities cannot possibly, eliminate all risk due to fluctuating 
exchanges. At the same time they can considerably reduce the evil 
effect of exchange fluctuations on trade, and can render inevitable 
fluctuations tolerable. Even though the existence of Forward 
Exchange facilities does not compensate trade for the absence of 
monetary stability, it certainly provides a mitigating factor. In 
the balance-sheet of arguments for and against stabilisation it 
might in given circumstances turn the balance against the decision 
to make sacrifices and put up with the inconveniences of a 
premature stabilisation. The improvement of commercial Forward 
Exchange facilities through intervention would go a long way 
towards strengthening the argument against stabilisation in 
difficult circumstances. 

What is even more important in the long run, the existence 
of adequate Forward Exchange facilities for trade considerably 
strengthens the argument in favour of a more elastic system of 
stabilisation than that which existed before the war or between 
1925 and 1931. While trade is apt to suffer considerable incon- 
venience, in spite of the existence of improved Forward Exchange 
facilities, if fluctuations are within a range of, say, 25 per cent, the 
existence of Forward Exchange facilities minimises the incon- 
venience of fluctuations within a range of, say, 5 per cent. 

Left to take care of itself, the Forward Exchange system con- 
tains all the virtues and vices of economic liberalism. The question 
is whether its virtues could be accentuated, and its vices minimised, 
by judicious intervention. We propose to show, in the next 
chapter, that an affirmative answer can be arrived at both from the 
point of view^ of the isolationist theory and from that of the inter- 
nationalist theory. 



CHAPTER XLVI 


ISOLATIONISM INTERNATIONALISM IN RELATION 
TO FORWARD EXCHANGE 

(1) PRE-WAR '' SOLIDARITY ” OF MONEY MARKETS 

According to the teaching of the nineteenth century school of 
liberal economists, the ultimate end of economic evolution is to 
demolish barriers that exist between countries, and, from an eco- 
nomic and financial point of view, to convert the whole world into 
one large country. In the monetary sphere this internationalist 
conception has not progressed so far as it did in the economic sphere. 
While liberal economists advocated the abolition of customs 
barriers, they regarded the idea of an international currency as 
Utopian. In the monetary sphere, their goal was such a free flow 
of funds as would level out the demand for capital and its supply in 
various countries, leading to a high degree of uniformity of interest 
rates. The idea of the solidarity ” of money markets, so ably 
expounded by N. E. Weill, ^ gained considerable popularity before 
the war, and there can be no doubt that, had the twentieth century 
been as stable a period as the nineteenth century, progress would 
have been made towards a levelling-up of interest rates. But for 
the war of 1914, the number of currencies stabilised on an effective 
gold basis would have increased, and the reduction of the cost of 
gold shipment would have narrowed down the range of exchange 
fluctuations, and also the range of difference between interest rates 
in various centres. 

The '' solidarity ” of money markets implied before the war an 
absence of interference with the movement of funds and of gold. 
If money was tighter in one centre than in another, the higher 
interest rates prevailing there should necessarily have been allowed 
to produce their effect in the form of gold movements. 

^ N. E. Weill, Die Solidantdt der Qeldnidrhte, 
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(2) CONFLICTING CONCEPTIONS 

TMs view was not accepted universally as the basis of monetary 
policy. We have seen in Chapter XXXVI that the Austro- 
Hungarian Bank, instead of playing the gold standard game 
adopted the device of forward rate policy in order to isolate its 
money market from the world trends. On a much larger scale, the 
Bank of France pursued the same policy before the war, but with 
totally different devices. While the Bank of England did not 
hesitate to allow gold to leave the country to relieve the tension in 
another centre, the monetary policy of the Bank of France aimed 
at preventing external influences from affecting internal monetary 
and trade conditions. Thus the conflict between internationalist 
and isolationist conceptions already existed before the war. The 
Austro-Hungarian Bank had resorted to intervention in the For- 
ward Exchange market in the course of its isolationist policy. 
That, however, does not necessarily mean that intervention is 
synonymous with isolationism, or that laissez-faire is identical with 
internationalism. We have seen that after the war internationalism 
assumed the form of co-operation between Central Banks, which 
constitutes a relatively high degree of interference with normal 
tendencies. 

After the war, and especially after the crisis of 1931, the isola- 
tionist conception has made considerable headway in most countries. 
Every attempt at the management of the gold standard, whether 
through sterilisation of an influx of gold or efforts to avoid a 
contraction of credit in consequence of an efflux, constitutes an act 
of isolationism. While before 1914 the internationalist conception 
was predominant, since 1931 isolationism has reigned supreme. 
Even among theoretical economists there are few left who still 
advocate, as the supreme goal, a return to the automatic gold 
standard in the interests of monetary internationalism . Such 
internationalism as has survived the crisis mainly takes the form of 
suggestions for monetary collaboration between the countries, 
instead of suggestions for the demolition of the monetary barriers 
between them. 

Two questions arise in relation to this isolationism v. inter- 
nationalism controversy. One is whether the system of Forward 
Exchange, as it exists, makes for isolationism or internationalism. 
The other is whether any official interference with the system of 
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Forward Exchange could or should further the object of isolation- 
ism or internationalism. 

(3) ISOLATIONISM AND PERFECT COMPENSATION THEORY 

Those who believe that the adjustment of forward rates to their 
Interest Parities is automatic and instantaneous are, consciously or 
otherwise, supporters of the theory that Forward Exchange tends 
to isolate money markets from one another. While in the meta- 
physical sense it fills the gaps between interest rates, and there- 
fore, according to this theory, creates a uniform international level 
of interest rates, in the physical sense it tends to perpetuate the 
gaps between interest rates. If the only result of a change in the 
Bank rate in one centre is a corresponding adjustment of the forward 
rates without any movement of funds, then the existence of For- 
ward Exchange facilities prevents a flow of funds which would 
otherwise take place, and which would otherwise tend to reduce the 
discrepancy between interest rates in the two centres. 

This theory, however, does not correspond to reality. As we 
saw in Chapter XIX, the adjustment of forward rates to changes in 
their Interest Parities is neither automatic nor instantaneous. 
While, admittedly, it is to some extent psychological, to a consider- 
able extent it is also mechanical. Thus the mere change in Interest 
Parities does not, as a rule, lead to a corresponding change in 
forward rates unless and until a certain amount of funds is trans- 
ferred through interest arbitrage. Thus, even in normal condi- 
tions, the operation of the Forward Exchange system does not 
prevent that international flow of funds which tends to reduce the 
difference between interest rates in various centres. Even if we 
were to admit that the adjustment is automatic to the extent of, say, 
50 per cent or 75 per cent, there would still remain 50 per cent or 
25 per cent to be adjusted by the transfer of funds. It is therefore 
entirely wrong to assume that the normal operation of the Forward 
Exchange system prevents international transfers which would 
otherwise tend to equalise interest rates in various centres. 

(4) FORWARD RATES AND GOLD MOVEMENTS 

The fact is that the functioning of the Forward Exchange 
system in normal conditions tends to lead to the levelling-up of 
interest rates exactly because imperfect compensation leads to 
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international gold movements. This question was discussed in 
detail in Chapters XXI and XXVII, where I endeavoured to prove 
that the development differences between interest rates in two 
countries can lead to gold movements mainly because forward 
rates do not adjust themselves automatically and instantaneously 
to changes in their Interest Parities. If adjustment were perfect, 
the volume of gold movements from centres with low interest rates 
to centres with higher interest rates would be much smaller. And 
since it is largely through the gold movements that interest rates 
in cheap money centres tend to rise and those in dear money centres 
tend to fall, the imperfect adjustment of forward rates to their 
Interest Parities is in reality a factor which in normal conditions 
works towards monetary internationalism. 

We must be careful to distinguish the substance from the shadow. 
The fact that discrepancies exist even in normal conditions spoils 
the picture of a perfect international level of interest rates, with 
the gaps between different local rates neatly filled by forward rates. 
The really important substance of the matter, however, is that in 
normal conditions the existence of these very gaps tends to bring 
about an actual levelling-up of interest rates in various centres. 

(5) FOEWARB EATS POLICY, ISOLATIONISM AND 
INTERNATIONALISM 

If the isolationist theory of the Forward Exchange system were 
correct, the case in favour of intervention in order to isolate the 
national money market from international influences would be very 
weak indeed. Why, after all, if we want to avoid capital move- 
ments should we intervene if, in the normal course of things, forward 
rates tend to settle exactly at the figure at which they succeed in 
preventing a low Bank rate from causing an outflow of funds and a 
high Bank rate from causing an inflow of funds ? Unless, of course, 
it happens to be our object to attract gold with the aid of a high 
Bank rate, or to reduce the gold stock with the aid of a low Bank 
rate. We have seen that the theory that the working of the For- 
ward Exchange system in normal conditions tends automatically to 
isolate the money markets from each other is entirely wrong ; and 
it is largely because it is wrong that a strong case can be made in 
favour of intervention, whether if we want to avoid gold movements 
or to stimulate them. Thus the theoretical basis of the proposed for- 
ward rate policy is the mechanical conception of Forward Exchange, 
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by which the adjustment of forward rates to their Interest Parities 
takes place largely in consequence of actual transfers of funds. 

Evidently a forward rate policy can serve the purpose of mone- 
tary isolationism, if it artificially fixes forward rates at the level 
at which they effectively prevent the international movement of 
funds caused by discrepancies between interest rates. This, how- 
ever, does not necessarily mean that intervention can only serve 
the purpose of isolationism. All depends upon the circumstances 
in which the intervention is undertaken. If the discrepancy be- 
t'ween forward rates and their Interest Parities is of such a nature 
as to cause the funds to move in the right direction — that is, from 
the centre with lower interest rates to the centre with higher interest 
rates — then intervention aiming at the elimination of that dis- 
crepancy serves the purpose of isolationism. If, however, the dis- 
crepancy is of such a nature as to cause funds to move in a wrong 
direction, then intervention aiming at the elimination of that dis- 
crepancy is by no means incompatible with an internationalist 
monetary policy. 

Let us take the example of France during 1935 and 1936, when 
the undervaluation of the forward franc compared with its Interest 
Parities resulted in a heavy outflow of funds in spite of the fact that 
interest rates in Paris were considerably higher than in London or 
New York. Had the French authorities chosen to intervene in 
order to check this movement by causing the forward franc artifi- 
cially to appreciate to its Interest Parities, this could not have been 
regarded as an act of monetary isolationism. After all, it is not 
in accordance with monetary internationalism that funds should 
be allowed to flow freely from the market with higher interest rates 
to the market with lower interest rates. Such a movement, if 
allowed to take place undisturbed, tends to accentuate the differ- 
ence between interest rates, which is exactly the opposite goal to 
that sought by monetary internationalism. 

(6) lOBVTABD nXCHAHGE A SOTJECE OP ANOMALY UNDEE 
LAISSMZ-FAIRE 

The theory that Forward Exchange, if allowed to take care of 
itself, tends to make funds flow in the right direction, is as 
untenable as the one which declares that they tend to check the 
flow of funds altogether. The truth is that, under laissez-faire, 
Forward Exchange very often tends to influence the flow of funds 

2p 
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in the wrong direction. It is therefore possible to jnstif}^ intervention 
both from the isolationist and from the internationalist point of 
view, according to the circumstances. This is true not only in 
abnormal conditions such as existed in France during 1935 and 
1936, but also in reasonably normal conditions. 

It is a mistake to imagine that a forward rate policy can be 
applied only for the purpose of keeping money cheap without 
thereby causing an unwanted outflow of funds, or for the purpose 
of keeping money dear without thereby attracting unwanted funds. 
Its use for these purposes would be in accordance with the prin- 
ciples of isolationism. The forward rate policy, however, can be 
apphed in normal conditions in accordance with the principles of 
monetary internationalism, to stimulate the movement of funds 
from centres with low interest rates to centres with high interest 
rates. It is conceivable that a centre with a low Bank rate, far 
from being afraid of losing funds, may wish to encourage an efflux, 
either because the funds are not wanted in the country or because 
the authorities want to assist countries which are in need of an 
influx. Let us take the example of the United States . The interest 
obtained upon short-term investments in New York is, at the 
time of writing, practically nil. Notwithstanding this, during 1935 
and 1936, there has been a flow of short-term funds for interest 
arbitrage from London to New York, owing to the yield on the 
swap. This influx is supposed to be unwelcome to American banks 
and to the United States authorities. They cannot defend them- 
selves against it by a further reduction of interest rates, for Bank 
rate is already down at the low record figure of I J per cent^ 
and the banks cannot allow on their foreign balances less than 
nothing — unless they resort to the bold innovation of allowing a 
negative interest rate. 

(7) INTERVENTION NOT INCOMPATIBLE WITH INTERNATIONALISM 

A much less revolutionary alternative, and one which -would 
probably be more effective, would be the application of a forward 
rate policy. It would not require much effort by the United States 
authorities to cause an artificial depreciation of forward dollars, 
thereby checking the influx of arbitrage funds and even causing an 
efflux. By so doing they would not be guilty of isolationism. On 
the contrary, they would serve the cause of internationalism, by 
diverting funds from the cheaper to the dearer centre. 
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Similarly, the authorities of a country where money is dear could 
hardly he accused of isolationism if they sought to attract funds by 
means of a forward rate policy. This, as we have seen, was actually 
done by the Austrian National Bank and other Central Banks after 
the war, and led to a gradual decHne of abnormally high interest 
rates, in accordance with the wishes of monetary internationalists- 
It is therefore evident that intervention in the form of a forward 
rate policy can equally serve the purposes of isolationism and inter- 
nationalism. This fact is so obvious that the advocates of monetary 
internationalism have no excuse for overlooking it. Admittedly, 
a recognition of this fact would confront them with a situation of 
divided allegiance. On the one hand, as good orthodox economists 
or bankers, they are opposed to every kind of official intervention. 
On the other hand, they are in favour of a more even distribution 
of the world’s financial resources, and of a levelling-out of dis- 
crepancies between interest rates. In many cases these two desires 
come into conflict with each other, since, as we have shown above, 
it is only through intervention that the aim of redistributing 
financial resources and levelling-out interest rates can be secured. 
The question is whether this school of thought attaches more 
importance to its doctrinaire opposition to intervention than it 
does to the practical advantages of a more even distribution of the 
world’s financial resources. 



CHAPTER XLVII 


THE FUTURE OF FORWARD EXCHANGE 


( 1 ) WILL THE EOREIG>T EXCHAI^GE SYSTEM DISAPPjEAE ? 

Having dealt with the development, practice, principles and policy 
of Forward Exchange, it only remains for us to examine the future 
prospects of the system. Since it is part and parcel of the Foreign 
Exchange system as a whole, its fate is largely, though not exclus- 
ively, determined by the future of the Foreign Exchange market. 
In this respect, I have on various occasions expressed my firm 
conviction that, in the long run, the international transfer of 
funds through the Foreign Exchange market will be replaced by 
the more rational system of international Exchange Clearing.^ If 
and when this change takes place, the Forward Exchange system, 
in the form in which we know it today, will also have to disappear. 

The fact that I hold this view does not mean, however, that I 
expect an early abolition of the Foreign Exchange market, and with 
it the Forward Exchange system. On the contrary, the chances 
are that the system of Foreign Exchange will survive for many 
years to come, more or less in its present form. As I have em- 
phasised in all my writings on the subject, the world today is not 
yet ripe for the universal and permanent adoption of the Exchange 
Clearing system. It is highly probable that, when conditions 
become less disturbed, the existing Exchange Clearing arrangements 
will be abolished. The system will not be restored until the next 
major international financial crisis, and even then it will not 
necessarily come to stay. Possibly it will require a series of crises, 
extending over many decades, to convince the world of the wisdom 
of adopting a rational system of international transfers, and to 
improve the Exchange Clearing system, through trial and error, 

1 For details tlie reader is referred to my book The Exchange Clearing System 
(Macmillan, 1935) and also Exchange ConifroZ (Macmillan, 1934), chaps, xiii. and xiv. 
and Monetary Beform in Theory and Practice (Kegan Paul, 1936), chaps, xxxvi. and 
xxxvii. 
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sufficiently to make it acceptable as a permanent institution. 
Meanwhile, Foreign Exchange in general and Forward Exchange in 
particular will continue to exist for a long time. Were I not con- 
vinced that this will be the case, I should not have taken the 
trouble to write a book on Forward Exchange, even though it might 
be of some historical interest to future students after the universal 
and permanent adoption of Exchange Clearing. 

(2) XO EARLY STABILISATION 

From the point of view of the future of Forward Exchange, a 
question of greater immediate interest than the ultimate prospects 
of the Foreign Exchange system is whether or not the exchanges 
are likely to be stabilised in the near future. With the restoration 
of stability, the importance of Forward Exchange would inevit- 
ably decline, especially if there were confidence in the stability of 
currencies. Should the gold standard be restored in the leading 
countries in the course of the next year or two, and should it be 
operated successfully, the volume of Forward Exchange business 
would inevitably decline, and with it the widespread interest in 
the subject that has manifested itself since 1931. 

The gold standard is, however, not likely to be restored in the 
near future. Meanwhile, requirements for Forward Exchange 
facilities will remain as they are at the time of writing. It was 
believed until recently that the devaluation of the Gold Bloc 
currencies would reduce public interest in Forward Exchange. The 
fact, however, that five weeks after devaluation the discount on 
forward francs w^as once more at 12 per cent per annum for three 
months and at the panic level of 25 per cent per annum for one 
month speaks for itself. In spite of the devaluation of September 
1936, the Forward Exchange market has remained lively and from 
time to time rates have still tended to become spectacular. The 
increased demand for forward facilities is likely to remain for a long 
time to come. 

(3) EFFECT OF STABILISATION 

In any case, it would be a mistake to exaggerate the extent to 
which stabilisation, when it does come, will reduce the demand for 
Forward Exchange facilities. Prior to 1925 most people thought 
that, once the major currencies were linked to gold, the Forward 
Exchange market would disappear. Experience between 1925 and 
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1931 proved this prophecy to be wrong, but that may not prevent 
the prophets from falling once more into the same error. Even 
after the gold standard is restored, stability will be looked upon 
with suspicion for some years, so that in any case the Forward 
Exchange market is not lilmly to suffer eclipse on this account. 
Moreover, it is conceivable that the stabilisation system that 
emerges from the melting pot may not be the automatic gold standard 
of pre-war days, nor the managed gold standard of 1925 to 1931, 
but a totally different system in which parities will not be fixed 
rigidly. Possibly, in accordance with Mr. Keynes’s suggestion, 
there will be a wider margin fixed between gold points, in which 
case the range of possible fluctuations wdll be wider than it was 
with the gold standards of the past, and the exchange risk, even in 
normal conditions, will be greater. Such an arrangement would, of 
course, make Forward Exchange facilities even more necessary than 
they w^ere in the period from 1925 to 1931. It is also conceivable 
that when the leading countries decide upon stabilisation it will be 
on the understanding that the Governments reserve the right to 
adjust their parities in face of persistent and sweeping pressure. 
This is the system that exists at present in the United States, where 
the President has the right to vary the gold value of the dollar 
between 50 and 60 per cent of its former gold value ; in France 
where the gold content of the monetary unit can be changed by 
decree within 43 and 49 milligrammes of gold ; and in several other 
countries. Even if the Governments were not to avail themselves 
of such rights for years, under such a system there would be more 
inducement to cover the exchange risk than under a system in 
which it is the declared policy of the Government to defend the 
existing gold parity to the last drop of its blood. 

It remains, of course, to be seen whether under the existing system 
the authorities would allow the demand for forward facilities to be 
satisfied. It is conceivable that we may witness an extension of 
exchange restrictions which would paralyse Forward Exchange 
operations. While such restrictions are usually ineffective as far 
as spot exchanges are concerned, it is difficult to develop a good 
black market in Forward Exchanges, especially within the countries 
where the restrictions operate. It is also possible that various 
countries will increase the number of their Exchange Clearing sys- 
tems, which means that the free market in these currencies, whether 
for spot or forward dealing, would contract to a large degree. Even 
so, however, the active forward market in dollars and sterling and 
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some other currencies would survive, and its importance would 
probably increase. 

The question is what attitude the authorities are likely to adopt 
towards Forward Exchange in the centres where dealing remained 
free. We have seen that since 1935 efforts have been made to 
discourage speculative Forward Exchange transactions in a number 
of centres, including London. With the reorganisation of the 
Foreign Exchange Committee of the London market, the extent 
to which this unofficial embargo on speculative Forward Exchange 
transactions can be made effective has doubtless increased. It 
remains to be seen how far the authorities will go in this direction. 
While from the point of view of the defence of overvalued currencies 
it might be helpful to discourage speculative dealings in Forward 
Exchanges, this would inevitably impair the facilities available 
for legitimate purposes. If the authorities were to succeed in 
stopping speculative dealing completely, commercial buyers or 
sellers would at times have to search hard to find a counterpart. 
In reality, there is no reason to hope or fear that the unofficial 
embargoes on speculative forward dealings will ever become 
wholly effective. We have seen in earlier chapters how difficult 
it is to draw the line between legitimate commercial and hedging 
operations on the one hand and semi-speculative or entirely specu- 
lative operations on the other. The chances are that the endeavours 
to eliminate speculation would seriously handicap the forward 
market but would not paralyse it. 

(4) LIKELIHOOD OF OFFICIAL INTERVENTION 

Is it likely that the authorities will in future take an active 
interest in Forward Exchange ? I believe the answer to be in the 
affirmative. The technique of various Central Banks and Exchange 
Eqi|alisation Accounts in operating in exchanges has improved 
beyond recognition during the last few years. So far as the British 
Exchange Equalisation Account is concerned, it has acquired a 
complete mastery of the technique in the spot market, and has ex- 
tended its operations to the open market for gold, which it prac- 
tically dominates. 

The chances are that sooner or later the advantages of defensive 
intervention in the Forward Exchange market will be realised in 
official quarters. While, in the existing abnormal conditions, they 
may hesitate to undertake a systematic pegging of the forward 
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rates as well as the spot, they may replace their present doctrinaire 
opposition to forward operations by a certam degree of judicious 
opportunism, intervening whenever they expect to derive tactical 
advantages therefrom. This, in fact, has actually been the practice 
of the French authorities to some extent since the devaluation of 
the franc. 

A much more important question is whether, after the restora- 
tion of monetary stability, there is any prospect of the adoption of 
Mr. Keynes’s proposal for a systematic forward rate policy. It 
would be risky to express any definite opinion in this respect. 
In my view, the case in favour of such a policy is unanswerable, 
but this does not necessarily mean that I expect it to be adopted. 
It may be said, however, that owing to the increasing attention 
which has been paid to Forward Exchange during the last few 
years, and owing to the possibility that the authorities might under- 
take occasional operations, Mr. Keynes’s scheme will have a better 
chance of adoption after stabilisation than it had before the crisis 
of 1931. 

(5) FOEWARD EXCHANGE UNDER EXCHANGE CLEARING 

Finally— to return to the starting-point of this chapter — what 
would be the fate of the Forward Exchange mechanism if and when 
Exchange Clearing were universally and permanently adopted ? 
In its present form the system obviously could not survive the 
abolition of the Foreign Exchange market. It would be necessary, 
however, to provide some form of safeguard against losses through 
changes in the rates at which debts in foreign currency were con- 
verted into the national currency or vice versa. Under many exist- 
ing clearing arrangements no such safeguards are provided, apart 
from fixing the rate- of conversion for a definite period. The Ex- 
change Clearing system, however, has not yet developed to its 
final form. It has many shortcomings, which can be remedied in 
the course of experience. Among others, the necessity for covering 
the exchange risk will have to receive attention. In the absence 
of a Foreign Exchange market this would have to be done on an 
insurance basis. 

Experience has shown that private insurance facifities for 
covering the exchange risk are grossly inadequate. Even at 
Lloyd’s, where the development of the science and art of insurance 
has reached its highest form, the rates quoted for insuring against 
exchange risk are rigid, clumsy, and usually excessive. Not being 
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able to work on any accepted basis to ascertain the degree of the 
risk involved, the underwriters are inclined to round up the rates 
they quote to a rather high figure. They quote, say, 5 guineas per 
cent, when at the same time the same risk is covered in the Forward 
Exchange market at a cost of, say, 3| per cent. It is doubtful 
whether, in the absence of official intervention, these facilities could 
be improved sufficient^ to meet requirements. It iiibjJ become 
necessary for the Government itself to insure merchants against 
exchange risk. As we pointed out in Chapter XLI, the case for 
providing official facilities is unanswerable when, through the 
Government's action, merchants are deprived of the possibility 
of covering themselves in the open market. In consequence, the 
Government should always guarantee the exchange risks involved 
in transfers through Exchange Clearing, in so far as such risks could 
not be removed by the terms of the clearing agreements. 

Whether or not this is done, Forward Exchange facilities are 
likely to survive in some form or other even after the abolition of 
the free Foreign Exchange market. Unless and until the economic 
and social system is changed complete^, and foreign trade ceases 
to involve private profit and risk, there will always be a tendency 
on the part of some people to safeguard themselves against risk, 
and there will always be people willing to assume that risk in the 
hope of a profit. The early history of the evolution of Forward 
Exchange has taught us that the facilities were created as a result 
of the joint desire of those who wanted to avoid risks and those who 
wanted to assume them. Unless and until the individualist system 
is replaced by collectivism, this demand for Forward Exchange 
facilities will remain, and in the long run a method will be found for 
meeting it, even after the abolition of the Foreign Exchange market. 
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APPENDIX I 


FORWARD RATES— 1921 to 1936 

The following tables contain weekly quotations of the spot rates 
and forward rates for one month and three months of the dollar, 
French franc, German mark (later reichsmark), Italian lira, Dutch 
guilder, Swiss franc and Belgian franc (later belga). They are 
extracted from the weekly circular published by the Anglo-Portu- 
guese Colonial and Overseas Bank, Ltd. (originally the London 
branch of the Banco Nacional Ultramarmo of Lisbon). This cir- 
cular constitutes, to my knowledge, the only continuous published 
record of all the principal forw’-ard rates for one, two and three 
months from the beginning of 1921. The rates quoted are those of 
the Saturday of each week, but in cases where the market was 
closed on the Saturday, or when there -was no quotation, the latest 
quotation available prior to that Saturday was used. 

Up to November 19, 1921, the forward rates quoted are not for 
one and three calendar months but for the end of the current month 
and for the end of the third month, in accordance with the practice 
that was popular in the early period of Forward Exchange dealing. 
From that date onward the quotations are for one and three calendar 
months. 

The sign ( - ) means that the forward rate concerned is at a 
discount in relation to sterling. The sign ( + ) indicates premium 
on the forward rate concerned in relation to sterling. 
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® CO CO CO 

'i cb CO CO cb 

' «!*# ' : p-to «4ct rMw , 

t> 00 -MK lO O 

ip lO »9 >o ip 

cb cb cb cb cb 

H|©l«|p* Hui 

© I> t- © 
rtH rJH -dC r# 

cb cb cb cb 

rnHt rM«r^ 

l> '© I> © 

■rH Tjl -tH 

cb cb cb eb 

$2 S 2 S? S 

^ ^ CO <M 

cb CO cb « 

, Wi(i# r^ Hff» r^M 
© <M ® rH 
<M CO CM CM 

© cb cb cb 

„'"'^© :CM ■©■■©■ rH. 

rH CM cp cp cp 

eb cb cb <» © 

June 4 

11 
18 
25 

CM © © CO o 

August 6 

1,3 
20 
27 

September 3 
10 
17 
24 

October 1 

8 

15 

22 

29 

November 5 
12 
19 
26 

December 3 
10 
17 
24 
31 
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FORWARD RATES— 1933 


i . _ 

^3 

CO id 

o 

a 

' JO I-H o o 

Q r-( c-J *-l 

I 1 1 1 

CM <M <M Ol 

777 7 

JO 

1 I I 1 

JO -^H JO H 

1 1 i 7 

t- C~ l> t> 

1 1 I I 

Belgium 

- g 
a 

. rH tfi id VO 

"Mil 

HiM rH!« H!M rt'iffj 

Cvl (M CM <M 

I 1 1 1 

i-(!5J ihIjJ rnlw 

<M CM H rH 

1 1 I 1 

rHjW rHi« HjS) f. 

PH JO a 

11 M PM 

iHu HeJ Hw 
<M CM CM CC 

1 111 

Spot 

O^ cq (M JO 
. — < CN cp 

PP th 4t 

(M CM cq ca 

CM JO JO JO 
-ri< CO JO <M 
^ 

CM <M CM <M 

CM CM JO O 

JO 00 f;- CO 

4h 

CM CM CM CnJ 

JO O CO JO <M 
jp JO rH Cp 

'1# JO 

CM CM CM (M (M 

l> JO JO CM 

O O'! CO CM 

Hi H< H Hf 

CM CM CM CM 

1 

M 

CO 

a 

4- + + + 

rH fH <M rH 

+ + + + 

+ H 

Par 

Par 

Par 

Hu i-iiu H!f> Hsj 
iH CM rH 

+ + + 1 1 

Hjj . 

>~i t- ,io . 

! 1 1 1 

eS 

a 

a> 

- § 
a 

6 

+ + + + 

rHjW iHlal nisi rriSJ 

+ + + + ■ 

+ 1 
Par 
Par 
Par 

Hu H« Hn 

H CM rH 

PM + + M 

Hsi Hu Hu 
rH CM CM rH 

11 11 

OQ 

Spot 

CO <M O O 
. CO xH JO 

45 il. j> i> ti* 

o t> O 

CO l> I> JO 
l> J> I> I> 

rH iH rH rH 

17-67 

17-95 

17-85 

17-77 

CO O JO JO JO 

1> £> CO 0^ JO 
Er-tMtHcbt- 

rH rH rH rH rH 

17-32 

17-50 

17-65 

17-45 


CO 

■5 

CO C 

O 

a 

HlM H|9J rtlW HW 

6 

+ + + + 

Hw eoH* 

+ +fM + 

H -(H CO (M 

PM 1 I I 

rHlH h!U 

rH rH rH C3> -Cfi 

11 11 1 

O O O I> 
rH CM rH 

1 ill 

1 

W 

xi 
rH g 

a 

hHJ< i-WI Hr|l r4()l 

c5 

+ + + + 

H H 
rT i® 

_|_ _j_ Ph P«< 

g CM rH 

PM 1 I 1 

HuH«H«^^ 

Mil l 

HlU 

JO O CM (M 

rH 

1 M I 


o 

rH JO CO CM 
q;^ ep ep CO 

db cb CO bb 

JO -cM (M <M 
rH JO JO rH 

cb cb db 00 

CO <M CD O 

JO CO JO JO 

db cb cb cb 

CS J> -Cff CO JO 

J> 

db cb cb db do 

l> O c-J l> 
CO -H -H CO 

cb db db cb 


00 

•5 

fCi 0 

O 

a 

r-$N Hw 

"^11 11 

iHlM HM »4» rrl« 

1 1 1 1 

I(X) 

W5I50 

! i ! 1 

ifliflo lolco lelao Hm h|h 
<M rH 

Mill 

CM rH rH 

11 I 1 

Italy 

a 

. r4<JI Hoo H(t« h(» 

1 1 1 1 

HcpH«H|oor4.ji 

1 1 1 I 

MM 

r4^rWr+tf rrlU 

1 1 1 7 I 

WHI WloO «|« rfriC 

MM 1 


Spot 

j JO JO JO CO 

CO CO c© ^ 

Wloo Hh^usieo 

CO t- t- CO 

CO CO CO CO 

«i5|aei r^ao *-S« 
t> 00 t> CO 
o CO CO CO 

tr^SinHlH r^jH >HC>J 

O CO CD l> JO 

CO CO CO CO CO 

H'# 

■H -4 JO H 
SO CO CO «0 


CO fl 
o 

. a 


g 

§ 

O 

rH g 

a 

• • • * • r . 

o 

a 

CO 

Em. 

14-06 

14-12 

14-12 

14-21 

O CM O JO 

CO rH rH CM 

rb '•b 

CM <M rH JO 

JO CO JO CO 

-•b 

COlHiHOt'- 
CO CO Cp CD 

JO 

pH r-t rH rH rH 

lO rH o CM 
CM Hf Ht Hi 
Hi Hi -H Hi 

1— C rH rH rH 


3 

months 

,CJiJO<MI> 

1 7 7 7 

JO O JO JO 
rH CO CO (M 

! 1 1 1 

O O JO C- 
CO -CH <M rH 

1 M t 

JO JO JO JO JO 
(M CM CM J> CM 

1 1 I 1 1 

0"I> 10'"'0 ■' 
CM CM CM <M 

III, 1,; 

Paris 

1 

month 

, JO JO JO t> 

® 1 1 1 1 

JO O JO o 

1 777 

rH JO O CO 

777 1 

t, t- l> 1> O 

CO 'iH 

1 II 1 1 

O O I> l>' 

77 1 1, 


4^ 

■ 2' 

wlao i>!«o <1 |h 

H JO JO CD CO 
**"• OO CO 00 00 

1> l> 1> CO 

00 00 00 00 

»>tSr4oHwe<^ 

IH 00 «> l> 

00 CO 00 00 

rtein|oor3iH H^ 

t-r CO CO CS .CO 

CO 00 00 00 00 

, HjoOmHl r^ 

' JO JO CO JO 
OO GO 00 00 




1 
CO CJ 

a 

=’■ 1 7 1 7 

. HhJi HHt 
rH rH CM rH 

(III 

^ CO CO* 

1 1 1 1 

HsM' r4N . . 

CO HH >.# JO -MC 

I 11 11 

rHjifje^: 

HI CW CM CO 

MM 

o 

S>! 

iS 

r-< g 

a 

r4>JI psioo fiinjl 0 S|d» 

^ 1 1 I 1 

WlajHjffJWHiWfi# 

lit! 

tsfcK ■*§ rtJt 

' rH O <M :rH; ■ 

1 ^ M 

■ r+j* r^^rW,. ^ , , Hw 

rH rH i—f CM rH 

11 11 1 

H|SJ 

7777 

Spot 

HeJ «4<#H|e* 

JO JO 00 
cp cp cp ep 
cb cb «o cb 

■ ' ' 

cb cb cb s.b 

cb cb cb 

r4U rrjW HOJ 

CM (M Hi rH o 

-f -H op op 

cb cb cb cb cb 

Hfelr-l|U 

CM C- CO JO 
o C» op C3> 
Hi cb cb cb 



"-SSSS 

rH rH 00 JO 
rH rH oil 

CO rH CO JO 
rH rH CM 

rH 00 JO CM CO 
rH CM CM 

CO CO O l> 
rH CM CM 


Date 

1933 

January 

February 

March 

April 

May 


lO lO ^ 
111! 

HeJ Hsm Hn H,n 

H (jc, .-M 

1 1 1 1 

f-cjiM iHjci 

0\ ^ 

I I I 1 

ph1wp^(nHin 
iH CM pH iH CM 

11 1 1 1 

CM CM CO 

MM 

p<{lM hIsj 

CM SH CM t> 

I fS 1 I 

P<|9J HlWpdOJ 

(® rtf '(i< CM pH 

1 11 11 

M tM GSI 

1 1 1 1 

HiCJHlN 

CM (M se <M pH 

1 M 11 

HlCJ P^(N P^lUl 
pH CM (M PH 

MM 

i-?«ph1«p4(SI 

pH pH pH rH (M 

11 11 1 

1 1 1 1 

f-H a rH (N 

■ 1 PM 1 J 

HlM HleJ 

<55 fH pH pH pH 

1 11 11 

lO O JO o 

C;-! W CO 

"1^ 'tii 

Oi Oi CN Ol 

JjO o JO JO o 

(M Cjp O C5 O 

■«dH eb CO cb cb 

CM CM CM CM (M 

O JO JO I> 
l> I> CD 05 

cb cb cb CM 

CM CM Cvj CM 

JO l> iH t> t> 

CD 00 CO pH CM 

CM CM CM <55 CM 

CM CM CM CM CM 

O O O JO 

CM CO CM 00 

CM CM cb CM 

CM CM CM CM 

CM JO JO JO 

CO pH JO 

CM CM cb cb 

CM CM CM 05 

J> JO JO JO o 

1> JO JO JO JO 

cb cb cb cb cb 

CM <55 (55 <55 55 

r-t o iO » 
r-t CO r-< '—t 

1 1 1 1 

o 1> 05 O eo 

CO pH 

11 11 1 

CO CO JO pH 

11 11 

p^H|(M , H(SJ 

JO CM CM ^ CM 

11 1 I 

r55i|p5»l 

PH CO CM pH 

111 + 

Par 
Par 
- 3 
Par 

, , Hl.N HW 

^ g CM <53 CM 

+ + + 

H9J h!« 

Tjt 00 »> 

1 1 1 1 

H« Hw iHlN 

O CM c>J CM (M 

7 11 11 

Hlffl ph1« 

CM rH pH pH 

11 11 

« i-i M ^ 

1 1 1 P* 1 

pH 

111 + 

Par 
Par 
- 1 
Par 

■HiOJ 

^ M pH CM pH 

PHflc + + + 

17*50 

17*50 

17*55 

17*60 

O O JO O JO 
cp CM CM CO CM 
!> t> 

17*10 

17*10 

17*12 

16*50 

CM O JO «5 t> 

CO JO CO 05 O 
cb cb cb JO cb 

l> IH J£5 JO 
<» CM CO 

JO cb cb cb 

16*16 

16*42 

16*66 

16*91 

O o O lo 00 

O TO CS Os op 
t> cb CO CO CD 

rH fxH rH rM rH 

o oi i> o 

.rH l-H CM 

1 1 1 1 

O JO C5 05 !> 

CO pH pH pH 

Mill 

CO O? CO CO 

HiffJ 

JO CO CO CM CM 

P||0J hIoi 

pH CM CM 

r-(iW 

rH *Lt rH f-H 

<»ii# 

H H H H 

MM 

11 11 1 

M M 

I (S 11 

I PM fM PM pH 

H5J 

CO CO <M O 

CM JO t}( CO 

p^N 

c,^ ^ ^ 

pH CM pH pH pH 

Hd 

tHHt Hn him 

S 

1 1 I 7 

7 11 1! 

MM 

MM! 

M I fS 

I 11 

] Ph PM PM Ph 

05 1— 1 (M t> 

SO 

cx) cb GO do 

JO *«*< CO 00 CO 
(05 <>1 CM CM 
do do cb cb 00 

05 o 05 
pH <05 pH C5> 

00 cb do t> 

7*82 

7*92 

7*84 

7*67 

7*70 

CO O <35 b* 

CO Op <35 00 
l> l> l> «> 

JO <35 o CO 
l> <30 O pH 

i> i> do ob 

pH CM CO JO CO 

CM pH pH pH pH 

do cib do cb cib 

wh# ecW wl^ e4<j< 

Ml! 

w]p# p-il»» «!mHh 

Mill 

o*lS.«l««l»w!« 

MM 

Wlco PifSJ »!» «|!» «|oo 

11 11 1 

m 1» «1« p<j?» 

MM 

cc|» «1« m1»^[h 

1 11 1 

Hh wH Hh< pHH< 

11 It I 

Mi« wloo f4* 

fill 

1-^ i-ll» y^fla Hw^Ih 

M ill 

»^aa h1» hIoo hIoq 

MM 

Hias HMi p<i50 p()«i 

11 11 1 

p^ p<!i» p^lM H« 

MM 

HlM PHjx riK P<!aO 

I! 11 

pHoC pH<» pH* pH* pH* 

Ml 11 1 

CO O O CO 

h<,«1sHSh^«|5 

rtl (M « CO w 

CO co CO CO CO 

hIS r-lw lelM 

(M CO <5'5 O 

CD CO CO CD 

H* pCw wWt 

C55 O O 00 05 

JO CO CO JO JO 

<»Wi p<i» p5w 

05 <35 pH O 

JO JO CD CO 

pHiM H!ei p4ii< «!« 

05 O PH CM 

JO <0 (3D O 

njS pH» «lao ^!S hH< 

CM CM CM CM CM 

O CO CO CO to 



JO lo JO o 

'Ct< oq CO 

s iij 3 

(30 O l> O JO 
<M OS 05 O CJ5 

2 M ^ cb 

JO t> JO CM 

CO 00 00 p# 

cb cb cb cb 

pH pH pH pH 

O JO JO JO pH 

CM Cp (55 <35 O 

cb cb cb CM cb 

O t- O JO 

O pH JO CO 

cb cb cb cb 

pH iH pH PH 

O (M CO CO 

PH CO JO t> 

cb cb cb cb 

PH pH pH pH 

JO O O JO o 

CO t> l> l> I> 

cb cb cb cb cb 

pH pH pH pH pH 

f-< —i o 00 

7 77 1 

O JL( I"* JO 

05 eg «i "H 

1 A5 flc + + 

h!c»j h|!M H« 

(M <M pH CM 

1 ++7 

HiOJ pHliNptof 

CM l> CM JO (M 

MM 1 7 

05 pH JO O 
pH pH CM 

MM 

O t> JO 

CM (55 r- 

III! 

t*- O (55 JO JO 
<» rtf CO CO D5 

1 1 ! 1 i 

hIn •^«i 

<M JO "cH 05 

«■-' S 53 ^ ^ 

phScJ hIsj 

CM (M pH S'- 

p^loj p^M phIoj ppIw 

CM CM CM CM CM 

HlCJ 

CO *^*1 JO I> 

i> l> o CO 

CM CO 

1 1 I 1 

JO JO JO JO o 

(55 pH pH PH pH , 
11 11 1 

MM 

1 P5 P. + + 

1 ++ 1 

1“ 1 1 1 1 

1 1! 1 

; es'r^t'JssHfooH'N, 

JO JO CO CO 
■: 00 00 00 00 

. pHHi r4jJp4<H 

CD JO JO JO JO 

CO 00 CO 00 00 

^Hr^jw^cieohH 
y-H pH 

« 00 00 oo 

«,^s|a «ls 

O pH 0 ,(35 05 

00 OO CO o t- 

.e^wfoSpHU 
<35 O CM pH 
t- 00 00 00 

«otM< »(i» eohc 

Os pH (55 CO 

1> 00 00 00 

. »H«f'*THHi<Nli<5lM Wloo. ' ■ 
Hf : CO CO CO CO : ■ 
OO 00 CO 00 CO 

hIsJ' ■ . ■ , 

CO CO CM . CO 

I! 11 

hIoJc-CmHoJ 

CO CO I5'5 , C55 CO 

11 M I 

. HltSJ " 

CO CO OO "cjc. 

MM 

p5M< p 5<N P-li« ph|(m 

•rn 'th la la 

Mill 

p5cJ Hbi r-tel 

CD 

MM 

' ^'"jo C* CO 

MM 

.' .' p+JJpHJJ' ■ 

O » <30 l> 't*p. , 

7 11 11 

l-4w «l«!)t 

rH rH 

MM 

*-w* 

W . ' .rH,rH ■ 

Mill 

HMi 

pH' pH pH' cm.. .. 
11 11 

ppfw ph|o» , 

PH pH CM (M pH 

Mill. 

, .p)(aHiwiH|«ip4# 

PH rH pH C^5 

{III 

Htel«lM(Hl9» 

pH pH CM GO 

MM 

■ ■ .H05 ' ■ Hfej' 

■rif e0 :e0 CO CO ■ 

Mill 

Hsfi 

r^-cM 
o »H <P CM 

--ic '4< 

HMppIoJ 

O 00 I> 5> O 

5p CO 1> CO JO 
piil 'ijC 

. .. .pIIMp^MI .' 

.: pH . OS .OO ' -i# ' 

JO ’'f CO 

, , p><H ' ■p(M'p(IW 

CO CO CO 00 JO 

tJc 

, h|«p4j» 

pH CD CO O 

E- JO JO 

JO 00 (» o 

00 o CM CM 
+i lb JO JO 

■■"'■pHi^' '.'.'WNf'' 

CIS CD PH o 05 

pH pH PH pH O 

JO lb JO lb JO 

CO O » "'sl^ 
rH pH CM 

1 

pH CO JO CM 05 
pH <M CM 

3 

»-0 

August 5 

12 
19 
26 

September 2 

9 

16 

23 

BO 

October 7 
14 
21 
28 

•■sH pH 00 »0 
pH rH CM 

i 

December 2 
9 
16 
23 
30 


PORWABD RATES— 1934 


Belgiuin 

m 

o 

s 

1 — ( ^ r-t f-l 

“Mil 

t- 0 i> 

1 1 7 1 

Hw Hot 

00 ««;}( ft 0 

11 11 1 

Hjs Hw HfM 

CD CO CO CO 

MM 

Hw nisi 
ft 4*! 

1! 1 1 

43 

43 

- § 
s 

Hiw 

! 1 1 1 

H»3 i-<!w 

CO CO 

1 1 1 1 

Her 

'kH >-4 CM iH C<J 

11 11 1 

Hot 

05 1-4 r-4 1-4 

MM 

HN H« 
iH rH (M rH 

Ml! 


Spot 

lO to lO 

• CO to 30 

" CO CO <M <M 

CS| Ofl <M CS} 

t> 0 0 30 

C30 0 0 op 
xMt CSJ M .Ph 

CN <M <M 

0 0 10 10 I'' 
op Op Cp 00 ft 

rH r*H 

(M CM (M 

22-10 

22-03 

21-87 

21-86 

CM ft <M 30 

Op Cp Op I> 

rH rH rH rH 

<M CM CM CM 


tn 

■s 

CO ei 
o 

s 

lib! i-ibiiHte* 

. (M CO CO CO 

O 

+ + + + 

1 1 1 

ft J> ft I> CO 
( M 7 7 

H?J Hw 

00 r-4 ft 30 

rH 

MM 

Hfel Hn 
ft ft (30 ,t> 

1 M ! 

b5 

1 

s 

r<!*» 

-f >-< (M 

'^ + + + + 

Par 

Par 

-1 

-4 

30 CO CO 30 30 

Mill 

CO cl^ CM CM 

MM 

CO CO 

ill! 

spot 

lO r» <M O 
^ op l> (N 

o c6 CO CO 

»~l rP rH rH 

0 30 0 30 

CO Op ft I> 

30 30 30 »b 
i~t fi 1—4 1—4 

ft <M 30 t> 0 

CO I> t> t> ft 

30 30 lb 30 30 

fH fH rH rH i-H 

tr. 0 0 ft 

ft ft 00 t> 

30 30 30 30 

CM 30 !> 30 

I> I> ft ft 

3b 30 30 3b 


«| 

n 

f-H*r^O5l00 M 

o ^ 

+ + 4-P4 

rHbJ i-.I« 
r-4 CO 

III! 

Hf3 Hbt 

CO Tl< CO CO 'cH 

Mill 

■Hm wHi 

CO CO CO CM 

I 1 11 

CM CM rH r-4 

1 1 I I 

Holland 

-1 

s 

" PM + 4 .P 4 

Hb3H«3 

(M 1-4 

Mil 

H5<i H« Hm 

1 M M 

H«H» 

rH (-4 rH 

11 11 

eohUi-Kr+di 

7 1 1 1 

Spot 

0 00 0 I-H 

Crj r-H 0 00 00 

CO 00 t> t> 

0 <M CO t- 
CO ft CO 30 
l> 

•4j( 30 ft l> 0 

30 30 3p 30 Cp 

1> l> I> t> 

CO nH 30 -nW 

CO CO Ip 30 

J> tp- 1> l> 

CM HH CM rH 
3p 30 30 3p 
l> l> l> I> 


A 

« s 
o 

a 

j «(« »I<» »-4si H«m 

M 

Mi! 

i-t <M <M CM 

1 1 1 1 

Hao t.!* Hn 

7 7 1 1 I 

esWtcsHiHhit 

PM( fmi 

i M 1 

Mibi «!4i Ml'di 

7 11 1 

Italy 

-1 

1 1 1 1 

1 7 7 1 

Hot 0^06 Mi« .441 

1 1 1 1 1 

hm(*®Ph««i«® 

1 1 1 1 

MlfloH^r-WlHH 

! Ill 


-p 

a 

OQ 

ca <M CD C3 

CO CO 30 30 

00 CO 00 ft 

30 30 30 30 

H<jt eo(» w!a9®IfS 
ft O) ft ft CD 

30 30 30 30 30 

ft ft § S 

t.!« Nw 

ft 0 0 ft 
30 ft ft 30 

i 

03 

5 

CO fl 

o 

a 

Hii * * * * .... .... .... 
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1 
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t! ’ ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! * 

ft • • . • .... . , . , . .... .... 

Spot 

r — » 0 30 

S i> ct" <N 
c5 CO CO CO CO 

r*» ^ .-H 

t- 30 oo to 
op ft ft op 

CS3 cij cq 

»— 1 rH f-4 r-4 

!>• 0 <M rfi (M 
i> cp op Cp ft 

CM <M (M <M (M 

rH r-i rH (-4 1 — 4 

0 CO CO 30 

0 0 0 ift 
cb eb cb (M 

CO CO CM 30 
ft ft ft ft 
CM CM CM CM 
rH rH rH 1-4 


tti 

P 
CO g 

a 

10 0 0 30 

^ r-H (M CSJ 
111 1 

30 30 30 C<J 
ft CO CO 

1 7 7 7 

CM <M l> t- 0 

00 00 ft ft 0 

M 1 1 7 

l> CM CM 30 
ft 30 CO CO 

I I 1 I 

0 t> 30' 0 ' 
-4*4 CO CO CM 

I 11 1 
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4 

a 

. 30 1> I> l> 

C3 

1 1 11 

0 <M 30 0 
’’sH CO 10 

I I I I 

0 t> 0 30 .l> 

CO (M <M <M CO 

I I 1 1 1 

0 30 0 30 

<M rH 1-4 rH 

1 1 1 1 

,30 ■!>' '(M',l> 

777 1 
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wMcoHiI^HS 
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»> l> t" 00 
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t> t" I> I> 

■Hap tolas r-Hji 
' 't'- »> l> tH, 
!> 3> t> t' 


1 
CO d 

o 

a 

ri« r-(|(N 

t> 30 CO rH 
° 1 1 1 1 

.-ikM Hei «cH* 

CO r-4 r-4 

MM 

Mill 

«!<» r-44( COHl Ml<» ' 

MM 

.colas tolas «lao mleo 

MM 

1 

1 

!2< 

-1 

a 

. CO F-< « 

'"Mil 

7 111 

H« u 

1^11! 

r4» r4» hH# >-4«5 

11 11 

; Heo H« Hw Hw 

MM 

spot 

Hb) 

0 ft «3 CO 

rH 0 0 ft 

30 »b 30 

0 CM ft 00 

ft 0 0 0 

' ’'CH 30 30 30 

1-+# Hpr 

t;- 90 ft 0 CM 

0 0 'O' rt,'.',', : 

30 lb 30 30 3b 

'Hmh163. 

3b 30 30 30 

hIoxoIh'^"''': 'H w 

rH rH rH CD 
rH rH rH 0 
30 30 lb 30 

Bate 

1934 

January 6 
13 
20 
27 

February 3 
10 
17 
24 

March 3 

10 
17 
24 
31 
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APPENDIX II 


BANK RATE PARITIES 

The following tables compare the London Bank rate with the Bank 
rates prevailing in New York, Paris, Berlin, Italy, Holland, Switzer- 
land and Belgium during the period 1920 to 1936. The rates used 
are those prevailing at the end of each month. Although scien- 
tifically it would have been more satisfactory to take the monthly 
averages oi Bank rates for the purpose of comparison, I found 
existing statistical material in this respect far from complete or 
rehable. In any case, since Bank rate parities indicate only the 
broad trend to which forward rates should conform and since there 
is very seldom very close relationship between their movements 
and those of forward rates, the end-of-month rates may be con- 
sidered sufficient for our purpose. 

The Bank rate parities are calculated by means of the simple 
deduction of the overseas Bank rates from the London Bank rate, 
or of the deduction of the London Bank rate from the overseas 
Bank rates. In his thesis submitted in 1934 to the London School of 
Economics on “ A Study of the Course of Forward Exchange Rates 
during the Last Pew Years ”, Mr. L. C. Duncan makes some calcula- 
tions of Bank rate parities and other Interest Parities, based on the 
percentage ratio of the foreign rate to the London rate. This not 
only unnecessarily complicates the matter but has no theoretical 
justification. After all, the substance of the Interest Parity theory 
is that forward rates, reduced to percentages per annum, tend to be 
equal to the act^tal difference (plus or minus) between the figures of 
interest rates prevailing in two centres. This difference, of course, 
is ascertained by simple deduction and not by the calculation of the 
percentage ratio of one interest rate to the other. 
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APPENDIX III 


DISCOUNT EATE PAEITIES 

The following tables give the discount rate parities between 
London on the one hand and New York, Paris, Berlin, Italy, 
Holland, Switzerland and Belgium on the other, for the period 1921 
to 1936. The figures are based on the monthly averages of market 
rates of discount for three months’ prime bills in the various centres. 
The averages have been compiled from the following sources : 
Statistical Year Booh of the League of Nations ; London and Cam- 
bridge Economic Service ; Harvard Economic Service ; Statistisches 
Jahrhuch des Deutschen Reiches ; Bulletin mensuel, Banque 
National Suisse ; Bulletin d’ information et de documentation, 
Banque Nationale de Belgique ; Revue d' economic politique ; and 
Annual Report of the Nederlandsche Bank. 
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APPENDIX IV 


CALL MONEY RATE PARITIES 

The following tables give the call money rate parities between 
London on the one hand and New York, Paris, Berlin, Holland, 
Switzerland and Belgium on the other, for such periods as it was 
possible to obtain monthly average quotations of call money rates. 
The sources are identical with those quoted in the preamble to 
Appendix III. 
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APPENDIX V 


PARITY BETWEEN THE LONDON DISCOUNT RATE AND 
THE NEW YORK TIME MONEY RATE 

The following table compares the monthly average London market 
rate of discount (London and Cambridge Economic Service) with 
the monthly average New York time money rate (Harvard 
Economic Service). It provides an example of Interest Parities 
based on the interest rates on two different types of short-term 
investments. 
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